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of Price Administration and Civilian Supplies, Office for Emergency Management, introduced a 
new note in current tax proposals when he testified recently before the House Ways and Means 
Committee. Charged in his new position with preventing an inflationary rise in prices, Mr. Henderson 
proposed to the Committee that a tax bill be enacted which would bear heavily on all consumers 
goods which compete with raw materials required for defense uses but which would fall lightly on 


noncompetitive consumers’ goods, thus providing an outlet for the buying power flowing from 
defense production. 
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By GEORGE A. STEINER * 


gram raises many vital questions. Probably 

the most important question is whether it is 
possible to finance the program without an inflation 
of commodity prices. Almost of equal importance 
are the questions: To what extent should taxes be 
relied upon to carry the costs of the program? To 
what extent should borrowing be relied upon in financ- 
ing? Should commercial banks or other financial in- 
stitutions and individuals be asked to purchase the 
bulk of bonds to be floated? What type of taxes 
should be levied? How may the burden of financing 
be most equitably distributed? How can the fiscal 
policy of the Federal Government most effectively aid 
the defenSe program? Can the fiscal program be 
formulated so as to minimize the expected economic 
collapse at the end of the emergency? 


/ VHE PROBLEM of financing the defense pro- 


Suitable answers must be found to these questions, 
for an ill-conceived federal financial policy may crip- 
ple the entire defense plan and cause gross injustices 
among the people. On the other hand a sound fiscal 
program may be of immeasurable aid to the defense 
program and provide the vehicle for an equitable dis- 
tribution of the costs of the defense effort. The pur- 
pose of this paper is to throw such light as is possible 
upon the questions raised and to describe some of 
the fundamental principles upon which a practicable 
fiscal program should be built. 


Bases of a Defense Fiscal Program 


Before examining the principles which should deter- 
mine the arrangement of a sound fiscal program it 
may be advisable first to note the production problems 
of defense into which financial policy must fit, and 
second to review the existing fiscal situation upon 
which the financial program must be built. These 
two considerations constitute the bases upon which 
any financial plan must rest. 





* Assistant Professor of Finance, Indiana University, Blooming- 
ton; Lecturer, Business and Economic Problems of Mobilization. 
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“Because of the 
powerful yet latent in- 
flationary forces now 
existing the Nation can- 
not afford a relatively 
pleasant financing policy, 
nor can it delay the day 
of tax increases without 
serious consequences.” 











There are at present widely divergent views regard- 
ing the nature of the readjustments in our economic 
life which the defense program may require. The 
most informed opinion, however, seems to be agreed 
that the urgency of the situation demands that not 
only must the available human and material resources 
of the nation be expanded to their maximum productive 
capacity as quickly as possible, but that increas- 
ingly more energies must be devoted to the manu- 
facture of defense goods. It is argued that either the 
nation is threatened or it is not. If it is, there must 
be a quick addition to existing plant capacity in 
defense industries and a continuous and efficient con- 
version of resources from non-defense to defense pro- 
duction so that more and more productive effort will 
be devoted to the output of armaments. 

That the trend of production is going in this general 
direction is now a virtual certainty. As this develop- 
ment goes on it will bring a revolution in economic 
activity which will be paralleled in public finances, 
for fiscal policy must be closely fitted into the pro- 
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gram so that necessary adjustments and conversions 
of resources will be made smoother and quicker. 

In building a fiscal program, some recognition must 
be given to the structure of the federal tax system, the 
distribution of the tax burdens among taxpayers, and 
the trends of federal expenditures and borrowing. 
For the fiscal year 1940, roughly 40 per cent of total 
federal revenues were derived from income taxes of 
which a little over half were contributed by corpora- 
tions and the remainder by individuals. The pro- 
portion of income taxes paid by various income 
groups for 1940 is not available, but figures for 1939 
may roughly be considered representative of the prob- 
able situation in 1940. In 1939, over 60 per cent of 
the individual income tax receipts came from persons 
with incomes of $50,000 or over, while over 90 per 
cent were secured from persons with incomes of 
$10,000 and over. Over 43 per cent of the 1940 tax 
receipts came from excise levies and over 16 per cent 
were derived from miscellaneous taxes. 

In this connection it seems worthwhile to note 
briefly the amount of income taxes paid today by 
various income groups in the United States and 
Great Britain. Comparison between the two tax sys- 
tems is rather difficult because of the varying methods 
by which taxes must be computed. However, ap- 
proximations are possible. An analysis made by 
Editorial Research Reports shows that a taxpayer with 
a wife and two dependent children and with the maxi- 
mum earned-income deduction pays income taxes to- 
day as follows in the United States and Great Britain.’ 


Income Tax Payments by Income Groups for 1941 


Income Class Great Britain * United States 
$ 2,500 Ss 3)i . 
5,000 1,196 75 
10,000 3,451 440 
100,000 76,276 42,948 


A person in Great Britain pays no state income tax. 
However, he bears the burden of a general sales tax 
of 16% per cent (on wholesale transactions) on most 
commodities, and a 33% per cent tax on luxuries. 
These taxes amount to around 12 per cent and 24 per 
cent, respectively, on retail prices. In addition, excise 
taxes are much heavier in proportion to income in 
England than in the United States. For example, 
the tax of 614 cents per package on cigarettes in the 
United States compares with a 234 cent tax per pack- 
age in Great Britain. Expected British expenditures 
for the fiscal year 1941-42 are set at around $20 bil- 
lions (on the basis of $4 to the £). This figure is 
about 57 per cent of expected national income for the 
year. Taxation is expected to provide roughly 35 per 
cent of needed revenue. 





'“U. S. Taxes Compared With British and Canadian,’’ March 
6, 1941, 


* On the basis of $4 to a pound. 
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To calculate the total income taxes paid by various 
income groups, corporate income tax payments should 
be considered and applied to individuals on the basis 
of income represented by dividends. The National 
Industrial Conference Board has made such calcula- 
tions.” Its findings are as follows: 


Income Taxes Paid as Percentage of Total Income Received 


— United States — Great Britain 
1940 Tax 1918 Tax 1940 Tax 

Income Class System System System 

$ 1,500 0.9% 0.5% 9.5% 
2,500 1.7 1.6 20.1 
5,000 48 4.4 30.2 
10,000 9.9 8.4 37.2 
50,000 34.9 21.5 66.8 
1,000,000 76.5 64.2 89.2 





2 Paul W. Ellis, ‘‘American and British Income Tax Burdens,” 
The Conference Board Economic Record, (National Industrial Con- 
ference Board, October 23, 1940). In its calculations, the Board con- 
sidered that income for tax purposes is the amount of taxes already 
paid by corporations on the income represented by dividends. This 
method thus takes into account corporation income taxes in esti- 
mating the tax load. In the interests of comparability, ‘‘. . . the 
distribution of income in the United States in 1937 is used and, for 
each income level discussed, the analysis is based on the average 
amount of wages and salaries, business and partnership profit, in- 
terest, dividends, and other income received, and on deductions 
claimed for each income level, as shown by compilations of income- 
tax returns.’’ Excess profits taxes of corporations, because of their 
incomparable nature are not included in the figures. Various other 
arrangements, too numerous to mention, were made in the interest 
of comparability. 


At the present time the normal individual income tax rate is 4.4 
per cent on income above a $2,000 exemption for a married person 
and $400 for each dependent. Surtax rates range, on a graduated 
seale, from 4 per cent on income from $4,000 to $6,000 to 75 per cent 
on income in excess of $5,000,000. In 1918, a normal individual in- 
come tax of 6 per cent was applicable on the first $4,000 of income 
above specified exemptions of $3,000 for a married person and $200 
for each dependent. The remainder of income was taxable at 12 
per cent. Surtax rates ranged from 1 per cent on incomes of $5,000 
to a maximum of 65 per cent on incomes in excess of $1,000,000. 
Exemption in Great Britain today is $620 (based upon an exchange 
rate of $4 per pound) for a married person. The first $660 of income 
above the exemption is taxed at 25 per cent. The remainder is 
taxed at a normal rate of 42.5 per cent. Surtaxes mount to 47.5 
per cent in the higher income brackets. 


The second tax law of 1940 provided for a normal tax of 24 per 
cent on corporations with incomes in excess of $25,000. Lower rates, 
on a graduated scale, are applicable on corporation incomes under 
$25,000. Excess profits taxes are graduated from 25 per cent on 
excess profits up to $20,000 to 50 per cent on excess profits beyond 
$500,000. Excess profits may be calculated either upon the basis 
of invested capital or upon average income earned during the years 
from 1936 to 1939. Generally speaking, invested capital refers to 
capital contributed by shareholders plus one-half of the borrowed 
capital. If the invested capital base is used in calculating excess 
profits, earnings in excess of 8 per cent are considered excess 
profits. If the earnings base is used, a credit of approximately 95 
per cent is permitted before calculation of excess profits. Corpora- 
tions have their choice of either of these two methods in paying 
taxes. 


Corporations in 1918 in this country, in addition to a normal in- 
come tax of 12 per cent, were required to pay an excess profits tax 
based upon invested capital or upon pre-war earnings, whichever 
was the higher. The excess profits tax was imposed on net income 
above a credit of $3,000 plus 8 per cent of invested capital. The 
rate was 30 per cent on the amount between the credit and 20 per 
cent of the invested capital, and 65 per cent on the remainder. The 
other basis was an 80 per cent levy on net income in excess of a 
credit which included an exemption of $3,000 plus average pre-war 
earnings. 


Compared with our 24 per cent normal tax rate, the normal rate 
in Great Britain now is 42.5 per cent. In Great Britain it is as- 
sumed that corporations are conduits through which income passes 
to the stockholders and this tax is assumed to be a method of 
collecting individual income taxes at the source. In addition, 4 
5 per cent tax on profits is levied. Excess profits taxes of 100 per 
cent apply to all corporations earning over $4,000 a year. Excess 
profits are those in excess of earnings in several base periods which 
are chosen at the option of the corporation. Investment income is 
not included in profit calculations. 
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Cursory examination 
of these figures shows 
that the total federal 
income tax load in all 
income brackets is 
greater today than it 
was in 1918, but that it 
is much below that of 
Great Britain at the 
present time. Present 
tax rates in the United 
States do not bear much 
more heavily upon lower 
income groups than did 
those of the World War 
In the higher 
income brackets, how- 


in financing? 


of bonds to be floated? 


ably distributed? 


nee of the emergency? 
ever, notable differences 
appear between the two periods. Because of the com- 
plications of the excess profits tax, a comparison of 
the relationships between taxes and incomes of cor- 
porations is most difficult. The fact that there is no 
fixed or predictable relationship between excess profits 
and net profits introduces a serious complicating ele- 
ment for such calculations. Generally speaking, how- 
ever, it can be said that present corporate income tax 
rates are a little below those of 1918 and very much 
under current British rates. A quick glance at the 
comparison of rates given in the above footnote 
(note 2) will bear out the truth of this generalization. 
These considerations do not mean that corpora- 
tions and individuals cannot bear heavier tax bur- 
dens. It is a common observation that as income 
increases, the ability to pay taxes also rises; as na- 
tional income mounts, the less burdensome is any 
level of taxation. It has been estimated that federal, 
state, and local expenditures over the next three years 
will probably run somewhere around $21 billions a 
year—perhaps they will be much more. National 
income is now running at an annual rate of around 
$75 billions and under the stimulus of the defense 
program may soon be running at an annual rate of 
$85 billions. If one assumes a national income of $85 
billions a year, taxation large enough to balance federal, 
State, and local governmental budgets would absorb 
roughly 25 per cent of the national income. In 1938, 
when national income was around $66 billions, gov- 
ernmental bodies took almost 22 per cent of the total 
income in taxes. Taxation sufficiently large to take 
25 per cent of a national income of $85 billions would 
be less burdensome, other things being equal, than 
that which is large enough to take 22 per cent of a 


__ 


* Harold G. Moulton, Fundamental Economic Issues in National 
Defense, (The Brookings Institution, 1941). 


To what extent should taxes be relied upon to 
carry the costs of the defense program? 


To what extent should borrowing be relied upon 


Should commercial banks or other financial insti- 
tutions or individuals be asked to purchase the bulk 


What type of taxes should be levied? 


How may the burden of financing be most equit- 


How can the fiscal policy of the Federal Govern- 
ment most effectively aid the defense program? 


Can the fiscal program be formulated so as to 
minimize the expected economic collapse at the end 
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national income of $66 
billions. That is true 
because with the higher 
income more money is 
left after tax payments 
than with the lower 
income, despite higher 
tax payments. 
Considering the over- 
all picture of the fore- 
going, it is clear that if 
additional income taxes 
are to be levied, they 
must be on the lower 
and middle 


groups 


income 
for the most 

part and to a limited 

extent upon corpora- 
tions if a substantial yield and equity is desired. 
In this connection, it must not be forgotten that 
excise taxes bear relatively heavily upon the lower 
income groups. To maintain equity in the tax system 
the bulk of any new funds which are necessary should 
be levied upon the basis of incomes. 

This brief picture of the fiscal structure would not 
be complete without some mention of the present and 
expected budgetary position of the Federal Govern- 
ment. Despite rising taxes and tax rates, federal ex- 
penditures have been so large in recent years that 
sizable deficits have had to be financed through bor- 
rowing. During the several fiscal years up to and 
including 1940, expenditures averaged close to $9 bil- 
lions annually with yearly deficits being roughly 
$3 billions. Record deficits during the past ten years 
have raised the national debt from $16 billions in 1930 
to roughly $45 billions at the end of 1940. An addi- 
tional $6 billions of debt of government corporations 
whose securities are guaranteed by the Federal Gov- 
ernment should be added to this figure. 

Last January in his budget message, President 
Roosevelt estimated that expenditures for the fiscal 
year ending in June, 1941, would be a little over 
$13 billions. For the fiscal year 1942 he estimated 
expenditures, exclusive of aid to Great Britain which 
is likely to be substantial, at roughly $17.5 billions. 
These figures appear too low, however, for at the 
present writing (April) appropriations and authori- 
zations for national defense and aid to Britain aggre- 
gate around $40 billions. Deficits for the fiscal years 
1941 and 1942, based upon current tax levies, are 
expected to be approximately $6 and $9 billions, re- 
spectively. In view of the above mentioned appro- 
priations and authorizations and no increases in tax 
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rates, a deficit of $15 billions for 1942 may not be 
improbable. 

With this brief sketch of the fiscal structure as a 
background, it is now possible to analyze the prin- 
ciples and methods which should be adopted in financ- 
ing the defense effort. Such an examination can be 
approached conveniently by noting the ways in which 
the costs of the program may be met. There are 
only three practical ways by which the defense pro- 
gram may be financed, namely: (1) reducing non- 
defense expenditures of the Federal Government ; 
(2) increasing taxes; and (3) borrowing. 


Reducing Non-Defense Budgetary Items 


To a considerable extent, payment for armaments 
could be defrayed by means of economies among non- 
defense budgetary items. In this respect, however, 
the budget message of the President was a distinct 
disappointment. 

Of course, it is not possible to draw a sharp line 
of demarcation between defense and non-defense 
budgetary expenditures, but if one deducts those ex- 
penditures labeled “defense” from other budgetary 
expenditures, it appears that only moderate reduc- 
tions are estimated in non-defense spending. In the 
fiscal year 1940, non-military disbursements aggre- 
gated roughly $7.5 billions. This figure compares 
with an estimated $6.8 billions for the fiscal year 1941, 
and $6.7 billions for 1942. Aside from a drastic re- 
duction in work relief and moderate cuts in public 
works, agricultural aid, and aids to youth, which 
leave these items at relatively high levels, there is not 
much evidence of the drastic cuts “to the bone” of 
non-defense items which President Roosevelt promised. 

Because of the need for large expenditures to finance 
the defense program and the stimulating effects of 
armament spending, more drastic curtailment of non- 
essential expenditures might be expected, particularly 
those of a relief and subsidy nature. The National 
Economy League, after very careful analysis of the 
federal budget, concluded that over $2 billions could 
be cut from non-defense items without impairing 
either the defense effort or the efficiency of essential 
governmental functions.‘ Indeed, it suggested that 
continuing subsidies of one type or another on the 
scale anticipated in the present budget estimates 
might, because of their pressure on prices, impose 
unjustifiable burdens on persons with fixed incomes. 
The Brookings Institution suggested that “annual 
savings of from 2 to 3 billion dollars a year on the 
regular budget should be readily possible.” > Certainly 
it is difficult to understand why, in the face of a sharp 
rise in industrial activity, employment, and income, 





‘Willard D. Arant, Indefensible Spending, (The National Econo- 
my League, 1940). 


5 Moulton, op. cit., p. 12. 
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present and anticipated expenditures for non-defense 
purposes should be larger than during the depression 
years when the need for federal relief expenditures 
was acute and when the government was exerting 
every possible effort to increase the money purchas- 
ing power of the country. 


The Role of Taxation in Defense Financing 


The second method by which the costs of the de- 
fense program may be met is by taxes. Most students 
of public finance hold that the only valid fiscal pro- 
gram fitting defense needs is one which attempts to 
secure as much as is practicable by taxation and to 
rely for the remainder upon the public credit. In the 
past, nations embroiled in war or in defense programs 
approaching war procurement have generally post- 
poned adequate taxation until too late. This fact 
explains in part great price inflations in past wars. 
Because of the powerful yet latent inflationary forces 
now existing the nation cannot afford a relatively 
pleasant financing policy nor can it long delay the day 
of tax increases without serious consequences. 

In view of the current fiscal situation one would 
hardly disagree with the necessity for increased tax- 
ation. Yet, there is not such wide agreement about 
the questions relating to the extent to which taxes 
should be increased, the type of taxes which should be 
levied, the distribution of tax burdens, and the meth- 
ods by which the government should borrow. 

Fiscal policy in a period of national defense which 
approaches the character of war procurement may 
and should be used as a powerful force to prevent 
commodity price inflation. At the outset the sequence 
of events leading to commodity price inflation may be 
indicated. As the defense effort expands on a scale 
necessary to satisfy armament requirements it 1s 
inevitable that rising wages, employment, and rap- 
idly expanding velocity of circulation of money and 
bank credit will swell the pool of money purchasing 
power in the hands of consumers. Side by side with 
this condition we may expect to see at first an expan- 
sion of consumers’ goods output as present unutilized 
factory space and human and material resources turn 
to production. As the resources of the nation reach 
a level of fuller employment and as the process of 
conversion of resources from non-defense to defense 
production increasingly takes place, it is most likely 
that, although the total productive energy of the na- 
tion will be much beyond its present level, the pro- 
portion of productive capacity devoted to armament 
needs will be so large that the volume of goods pro- 
duced for private consumption will be little above, and 
possibly below, existing output. As this change is 
taking place it is obvious that, unimpeded, the amount 
of money available for buying consumers’ goods will 


June, 


be in 
of gor 
less f 
will t 
chang 
price: 
Fu 
ply o 
estab 
purcl 
avail 
the c 
with 
inevi 
ume 
cons 
limit 
way 
will 
\\ 
rise, 
Mai 
com 
risit 
wit! 
hig’ 
for 
bee 
mo 












June, 1941 


7 





be increasing, while at the same time the amount 
of goods available for purchase will be rising much 
less rapidly or perhaps not growing at all. There 
will thus be a limited quantity of goods to be ex- 
changed for a large supply of money. Only higher 
prices for the goods can equate the two factors. 

Fundamentally, prices are determined by the sup- 
ply of, and the demand for, goods. The price level is 
established at that point where the supply of money 
purchasing power equilibrates the amount of goods 
available for purchase. If nothing is done regarding 
the correlation of consumer money purchasing power 
with the available supply of consumers’ goods it is 
inevitable that prices will rise until the smaller vol- 
ume of goods will exchange for the larger pool of 
consumer expenditure. Consumer bidding for the 
limited volume of goods will force prices up. In this 
way the problem of distributing the available goods 
will be settled, but at terrific costs. 

While it is true that earnings of wage earners will 
rise, increases will not be felt equally by everyone. 
Many individuals on fixed salaries will find their in- 
comes remaining relatively constant while prices are 
rising. Even those whose incomes are rising along 
with increasing prices will lose something. At the 
higher prices they will exchange their pay envelopes 
for goods and have less for savings than if prices had 
been lower. If prices rise fast enough, they will work 
more and consume less; that will be the end of the 
matter. In addition, the government will find it nec- 
essary to raise larger and larger quantities of money 
to finance the purchase of goods whose prices are 
going up. Perhaps of more importance than these 
consequences will be the depressing effects which an 
inflationary development might have upon the defense 
effort, not to mention post-defense consequences. 
When commodity price inflation exists in a country, 
the entire economic system is seriously impeded in 
its functioning. Once such a movement gets under 
Way, correction, as shown by experience, becomes 
so difficult as not to be attempted. For these reasons 
it is necessary that the groundwork for preventing a 
commodity price inflation through proper fiscal policy 
be laid now. 

The notion prevails in some quarters that price 
inflation may be prevented merely by forbidding it, 
or by the traditional American custom of “passing a 
law.” Nothing could be further from the truth. It is 
only to a limited extent that the establishment of 
price ceilings, priorities, licensing, commandeering, 
and other such devices can successfully stem an infla- 
tionary movement if purchasing power is allowed to 
rise faster than the output of goods. One of the great 
errors of the last war was an almost complete failure 

to recognize the limitations of such controls in keep- 
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ing prices down in the absence of adequate fiscal 
policy directed towards those ends. The only alterna- 
tive for avoiding commodity price inflation aside from 
financial controls is the complete regimentation of all 
prices and all economic activity. 

At the present time defense production is not de- 
manding enough of the nation’s resources to cause 
a decline in the rate of manufacture of consumer 
goods. The United States is now in a transition stage. 
Up to this time armament orders have been author- 
ized and let; now orders are being filled in ever- 
increasing quantities. But transformation from peace- 
time to defense production takes considerable time. 
Capacity of industry is a rather flexible concept. For 
some industries, such as construction, capacity is lim- 
ited only by the number of hours labor is willing to 
work. On the other hand, the capacity for producing 
a special type of structure may be limited by the 
capacity of other industries to produce radiators, 
stoves, plumbing fixtures, etc. There are today con- 
siderable reserves of labor and capacity among many 
consumers’ goods industries, although shortages of 
human and material resources in some are limiting 
output. However, it seems true that production of 
non-defense goods as a whole is likely to expand for 
a while at least without impairing defense output. 


YNTIL the demands of the defense program begin 
to necessitate a reduction in the production of con- 
sumers’ goods and so long as equilibrium is maintained 
between the output of consumers’ goods industries 
and the effective demand for these goods, there seems 
little reason to subject consumers to heavier taxes 
so as to prevent commodity price inflation. Indeed, 
sharply increased tax rates on a scale, for example, 
which would be necessary to balance the federal 
budget for the current fiscal year, might have rather 
unfavorable results. Little would be gained by penal- 
izing the non-defense industries and throwing people 
out of work when such results would not conceivably 
benefit the defense program. For a short time, at 
least, it does appear as though in the aggregate pro- 
duction of consumers’ goods will keep up with the 
demand for such goods without injuring defense pro- 
duction. As long as this is the case, taxation to pre- 
vent inflation is unnecessary. 

Although the defense effort up to the present time 
has not reduced the total production of consumers’ 
goods, in certain lines “bottlenecks” are appearing 
with increasing intensity and frequency. This is true 
because the need for immediate increased production 
of many defense goods, such as steel, copper, zinc, 
and aluminum, for example, is largely concentrated in 
industries which are now operating at, or close to, 
theoretical capacity. The remedy lies in adding addi- 
tional capacity at these points and in reducing the 
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output of private consumption goods turned out by 
these industries. 

To some extent, of course, an absorption of con- 
sumer purchasing power would alleviate some of 
these difficulties. It is doubtful, however, whether 
income taxation heavy enough to correct these situa- 
tions would not have an effect worse than the evil to 
be cured. More appropriate devices, other than in- 
come taxation are available. A tightening of FHA 
credit restrictions, for example, might help to alleviate 
some of the problems of cantonment construction. 
Installation of a more stringent priority control would 
be much more direct. Excise levies are effective in 
reducing consumer demand for a commodity upon 
which the tax is levied. Patriotic pressures such as 
those which Mrs. Roosevelt suggested in connection 
with aluminum wares may have temporary effective- 
ness. Measures such as these should be used increas- 
ingly to smooth out the flow of defciise supply where 
troubles arise largely because of consumer competi- 
tion for goods needed in defense production. 


HESE considerations by no means are meant to 

imply that no new taxes should be levied now. On 
the contrary, now is the time to provide for increased 
revenues. Taxes approved today would not be pay- 
able until 1942 at which time a general absorption of 
consumer spending power may most likely become 
necessary if the defense program progresses on sched- 
ule. In view of the need for increased taxation, the 
serious consequences to be avoided, and the willing- 
ness of the people to shoulder new burdens as evi- 
denced by recent polls of public opinion, there is no 
need to resort to the traditional American policy in 
tax matters of “meeting the situation when we come 
to it.” 

It is important to note in this connection that “soak- 
ing the rich” schemes will not prove successful in 
avoiding inflation, nor, incidentally as indicated by 
the previous analysis of tax rates, in yielding substan- 
tial revenues. According to studies of the National 
Industrial Conference Board, 33 per cent of consump- 
tion expenditures are made by families with incomes 
under $1,500; 59 per cent by those with incomes under 
$2,500; and 82 per cent by the groups with incomes 
under $5,000. Thus increased levies to restrict gen- 
eral consumption demand must fall largely upon those 
groups whose incomes are under $5,000 a year. These 
facts suggest the need for a further broadening of 
the income tax base and increasing rates in the lower 
and middle income brackets. : 

In addition to checking commodity price inflation, 
such measures would yield substantially more revenue 





® Martin Gainsbrugh and Harlow Osborne, ‘‘Consumption, Savings 
and Defense Financing,’’ Studies in the Economics of National De- 
fense, No. 5, Supplement to The Conference Board Economic Record, 
«National Industrial Conference Board, September 5, 1940). 
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than envisioned in the President’s recent budget mes- 
sage. The Secretary of the Treasury, in his 1940 
annual report, estimated that tax receipts, based upon 
rates in effect now, would yield around $11.2 billions 
if national income should go to $90 billions a year. 
Thus, while a primary purpose of higher rates and 
lower exemptions would be to curtail consumption as 
a means to prevent commodity price inflation, an auto- 
matic result would be considerably enhanced revenues 
approaching a “pay-as-you-go” program. 

Expansion of income taxes may be successful in 
controlling the volume of consumption expenditure, 
but it cannot regulate the flow of consumer and invest- 
ment funds into those channels which will be neces- 
sary to realize the most effective mobilization of 
resources for the armament program. Irrespective of 
the volume of funds in the hands of consumers, it will 
become necessary to curtail or perhaps to stop pro- 
duction of certain consumer goods in the interests of 
the defense program. If, for example, aluminum pro- 
duction is insufficient for both consumer and defense 
needs, consumer needs may have to be temporarily 
forgotten. A relatively heavy excise tax on pots and 
pans and other such products made of aluminum might 
sufficiently reduce the private demand for this product. 
Excise taxes on automobiles, as many now propose, 
would release the facilities of automobile manufac- 
turers for armament production. Such taxes, because 
they are added to the prices of consumption goods 
upon which they are levied, serve to reduce demand 
in proportion to the size of the impost. In certain 
instances it probably will become necessary to release 
workers and productive facilities from production of 
less important consumer goods to more necessar\ 
consumption goods or to defense goods. In such a 
situation, commodity taxes may again be used efiec- 
tively. Such levies, with equal effect, may be utilized 
to direct the flow of investment expenditures into 
those lines considered most desirable in the interests 
of defense production. In addition to these uses of 
regulatory taxes, they also may be used to provide a 
quick although inequitable absorption of civilian pur- 
chasing power, should that become necessary. Monthly 
or weekly income taxes, however, would have the 
same effect and permit more equity to be used in 
the process. 


It goes without saying, however, that excise taxes 
should be levied with considerable care. Certainly, 
the principle of the Donnybrook Fair, of “hit a head 
when you see it,” should be discarded as a criterion 
for indirect levies to bring about necessary adjust- 
ments of resources. Arbitrarily to restrict consump- 
tion of a particular product, because it is a so-called 
luxury, or caters to a vicious demand, may serve to 
cause unnecessary waste of facilities and personnel 
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without remotely benefiting the defense program. 
Some commodities essential to public health should 
be spared discretionary taxation. Carefully laid tax 
plans based upon a thorough understanding of con- 
sumption habits, defense needs, available productive 
facilities and material resources, as well as an analysis 
of the effects of such levies should precede action. 
Intelligent use of regulatory taxes should serve to 
direct consumptive and investment expenditure in 
such a way as to allow the fullest use of all produc- 
tive capacity for defense needs. 

It may be that at some point in the development of 
the defense program, when the nation’s resources 
have reached full employment and when additional 
quantities of armaments must be produced at the fur- 
ther expense of civilian needs, it will become neces- 
sary for the government to absorb an extraordinary 
proportion of consumer purchasing power in order to 
prevent commodity price inflation. Should the neces- 
sity ever arise, it is doubtful whether taxation should 
or could be used successfully to take all or nearly all 
consumer money purchasing power beyond that which 
is necessary to acquire the necessities of life. If such 
a need presents itself, some plan for a forced loan may 
become most desirable. Since this type of proposal 
is more akin to borrowing than taxation, it will be 
discussed in the following section. 


The Place of Borrowing in Defense Financing 


The third method by which the costs of the defense 
program may be met is by borrowing. The principles 
discussed above, if substantially correct, make it ap- 
parent that federal borrowing must continue. The 
question then becomes one of borrowing procedures 
and methods. In its most elementary form the ques- 
tion of borrowing is whether the banks or individuals 
and financial institutions which purchase securities 
out of accumulated savings rather than an expansion 
of bank credit will be asked to finance the bulk of the 
loans to be floated. The general price level, the effec- 
tiveness of the defense effort, and the economic conse- 
quences following the defense program will depend 
much upon the way in which the Federal Government 
answers this question. 

Borrowing through commercial banks is so radi- 
cally different in its economic effects from bond sales 
to individuals and various financial institutions that 
careful consideration of the major contrasts is impor- 
tant. To state it simply, bank borrowing is inflationary 
and borrowing from individuals is not. Bond sales 
directly or indirectly to banks increase rather than de- 
crease their deposits and thus add to the available money 
purchasing power of the nation an amount equal to 
the volume of the investments. Unless the supply of 
commodities is increased by an equal amount, an in- 
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crease in commodity prices is inevitable. On the other 
hand, financing by means of individual bond pur- 
chases, without recourse to bank credit expansion, 
absorbs an amount of money purchasing power equal 
to that by which the loans increase the funds at the 
disposal of the Treasury. Thus, other things being 
equal, equilibrium between money purchasing power 
and the supply of goods may be maintained. 


It is rather obvious that as the defense effort ab- 
sorbs a greater proportion of productive capacity, 
bond sales to individuals will perform somewhat the 
same function as rising income tax rates in checking 
inflation. There is one important difference, however, 
between general taxation and such borrowing. Indi- 
vidual bond purchases are voluntary; taxes are not. 
If the lower income groups do not purchase the securi- 
ties, an absorption of investment rather than con- 
sumption funds takes place and little inhibition is 
exerted on a commodity price rise. Heavy taxation, 
although rather inflexible, is the more certain to check 
inflation. Bond sales to individuals tend to restrict 
competition for consumer goods, depending upon the 
distribution of the purchasing power of the nation as 
a whole. On the other hand, the purchase of Treasury 
obligations by banks neither limits consumer money 
purchasing power nor that of the nation as a whole; 
on the contrary it increases national money purchas- 
ing power. These are the fundamental reasons behind 
proposals for heavier taxation, particularly in the 
lower income groups, individual rather than bank 
loans, and ultimately forced loans. 


It is the unprecedented expansibility of bank credit 
today together with the fear that Treasury needs may 
prevent the utilization of available credit control de- 
vices which provides one explosive element in the 
price situation. Examination of these factors as well 
as the need for reducing the money purchasing power 
in the hands of consumers as the defense program 
gathers momentum leads to the conclusion that an 
ever-increasing volume of Treasury borrowing must 
be accomplished without recourse to bank credit. It 
is encouraging to know that the Treasury is planning 
as wide a public distribution of new bond issues as 
possible. 


Some problems present themselves in connection 
with large-scale flotations of bonds to individuals. One 
significant question has to do with the costs of such 
financing. Interest rates on government obligations 
today are at very low levels. Recent issues of five- 
year defense notes carried rates of 34 of one per cent. 
There is a large volume of short-term notes now out- 
standing, carrying interest rates of from 1 to 1% per 
cent which soon must be refunded into long-term 
issues. Such low rates are not conducive to popular 
bond subscriptions. Interest rates paid on bonds sold 
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popularly during the last war were from 314 to 4% per 
cent. Rates approaching these levels may have to 
be paid again, although it is doubtful that rates as high 
as those offered in the World War will again become 
necessary. It will be difficult for a government, 
harried with the problem of raising huge amounts of 
funds, to allow interest costs to rise sharply. Never- 
theless, the advantages to be gained from offering 
securities to the public, particularly the low income 
groups, far outweigh the burden of additional serv- 
icing costs. 

When individuals or banking institutions other 
than commercial banks purchase new bond issues, 
they should be prevented from financing their pur- 
chases out of bank credit, either directly or indirectly. 
The securities, perhaps, should be non-transferable 
and prohibited as collateral for bank loans. Com- 
mercial banks themselves should avoid making loans 
which indirectly may be used to finance the purchase 
of bonds by individuals. Otherwise, financing would 
be accomplished through an expansion of bank credit 
exactly as if the banks had bought the securities in 
the first instance. 

Because of the widespread belief that borrowing to 
pay for national defense expenditures will shift the 
burden of defense costs to future generations, digres- 
sion to examine this contention is necessary. The 
problem is a knotty one, fraught with perils. Provi- 
sion for national defense cannot be secured to any 
great extent from past accumulations. The armament 
supplies which the nation has from past production 
are small and mostly obsolete. It is evident that 
sinews for present defense, that is, guns, munitions, 
ships, and airplanes cannot be secured from the pro- 
duction of 1950. Defense supply, therefore, must be 
secured almost entirely from present production. 
Payment for these goods, as demonstrated in the 
preceding section, in large measure must be at the 
expense of unproduced consumption goods. Money 
appropriated for defense purposes is a measure of 
the extent to which production has been turned to the 
defense effort. The real costs of the program are 
properly conceived in terms of the goods and services 
which are diverted from private consumption to the 
armament effort. 


OSTPONEMENT of defense costs to the future is 

a fiction. Suppose you wrote a note something like 
this: “Ten years from today I promise to pay to my- 
self $1,000 with 6 per cent interest.” Would you 
gain anything? So far as the nation as a whole is 
concerned a government bond which is sold in this 
country is of a similar nature. If a government bond 
is sold, sometime in the future taxes must be levied to 
redeem it. If the bond is paid by the next generation, 
that generation collects taxes from itself to pay the 
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principal and interest of the bond to itself. The ag- 
gregate purchasing power of the nation remains un- 
changed. The fact that generations merge into one 
another does not alter the logic of this proposition. 
Neither does the fact that banks or individuals buy 
the bonds change the validity of the argument. 

Blunders may be avoided on this matter if one 
clearly understands that the real burdens of the de- 
fense program are felt by the nation’s giving up goods 
and services which it might enjoy were it not neces- 
sary to utilize productive facilities for armaments 
rather than consumption goods. Future generations 
cannot furnish us with munitions to be used now. 

While it is not possible for the present generation 
as a whole to shift the burden of financing defense 
outlays to the future, the present generation of bond- 
holders may shift the burden of personal contributions 
to future generations of taxpayers. This, of course, is 
due to the fact that in the case of voluntary loans, 
bondholders usually do not hold securities in propor- 
tion to future tax payments. It is only through con- 
suming or not creating material goods which would 
pass to future generations as an inheritance that the 
present generation as a group may pass on the bur- 
dens of the defense program. 

There are many students of public finance who 
advocate a program of forced loans, or as John M. 
Keynes, the principal proponent of this school of 
thought calls it, “deferred pay,” perhaps a more de- 
scriptive phrase." Such a proposal would have special 
applicability at a time when taxes were already heavy 
and more revenues as well 
spending became necessary. 


as reduced consumer 


Underlying the Keynes plan are the tenets that 
such a program would force everyone to contribute 
except those on or under the poverty line, that this 
scheme is more equitable and effective in curtailing 
consumer demand and in raising necessary revenue 
without inflation than any other plan which has been 
suggested, and that it forces wage earners to shoulder 
more of the burden so that they themselves will not 
suffer. This means, of course, that if wage earners 
are allowed to spend all their increased incomes they 
will force a rise in commodity prices, spend all their 
income, and get no more than they would if they had 
saved some of their income and spent the remainder 
on the available supply of consumers’ goods. In addi- 
tion, this plan offers some intriguing possibilities in 
connection with the way in which the loans are to be 
paid following the emergency. 


A brief recital of some details of the plan might 
help in understanding it. Keynes himself feels that 
such a plan will perhaps not be necessary in the United 





™John M. Keynes, How to Pay for the War, (Harcourt, Brace 
& Company, New York, 1940). 
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States for some time, but when the time is ripe, he 
suggests (British schedules)* that the government 
ought to retain individual incomes on a graduated 
scale, running from 3.5 per cent on incomes of $625 
to 85 per cent on incomes over $500,000. The propor- 
tion of the retained income permanently taken by 
taxation is based on progressive rates ranging from 
nothing on incomes below $1,000 to 81 per cent on 
incomes over $500,000. The difference between these 
two figures, of course, gives the “deferred pay,” or 
“forced loan.” The following table shows a schedule 
of forced loans and taxes as worked out by Professor 
Keynes for married men without children. 


Schedule of Taxes and Forced Loans in Various Income 


Classes ° 
Total Actual Proportion Proportion 
Income Percent Tax Taxes Forced Forced Loan 
Class Withheld Payments to Total Loan _ to Total 
Income Income 
Below $625 $ oe $ : 
625 |. re at 22 3.5 
1,000 — ere ses 150 15.0 
1,500 22 75 5.0 250 16.7 
2,000 25 150 73 350 17.5 
3,000 28 460 15.3 380 12.7 
5,000 35 1,100 22.0 650 13.0 
10,000 42.5 2,825 28.3 1,425 14.2 
50,000 64 26,000 52.0 6,000 12.0 
500,000 85 404,000 80.8 21,000 4.2 


The important consideration to keep in mind when 
examining the above table is not the rate schedule 
shown but the principle of the new proposal. The 
actual scale of rates which would be worked out, if 
such a scheme were adopted in this county, probably 
would be far different from that which appears above. 


Many advantages may be claimed for forced loans 
compared with taxation alone or taxation combined 
with voluntary loans. One obvious advantage of such 
a scheme over taxation is that individual circum- 
stances can be taken into consideration much more 
easily. For example, the size of a family, debt con- 
tracts, and emergency needs may be considered in 
establishing a given schedule of rates. A rather im- 
portant benefit of forced loans may be that politically 
they would be more easily used to absorb consumer 
purchasing power than income taxes. It is one thing 
to levy rather high income tax rates on the lower and 
middle income brackets and quite another to absorb 
a substantial proportion of such income by means of 
a forced bond sale. On the one hand income is gone 


*It is interesting to note that on April 7, 1941, Sir Kingsley 
Wood, Chancellor of the British Exchequer, proposed a compulsory 
Savings plan for the future in line with the principles proposed 
by Mr. J. M. Keynes. Sir Kingsley proposed setting aside 20 per 
cent of the amounts corporations pay in excess profits taxes to be 
returned to them after the war. He also proposed a post-war 
return of the extra income tax which any person may have to 
2g as a result of lowering the income tax exemption from £120 
0 £110. 

* John M. Keynes, ‘‘The United States and the Keynes Plan,’’ in 
oni to Pay for Defense, Supplement to The New Republic, July 20, 
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but on the other hand someday it will return. Both 
methods, however, would exert the same kind of a 
check on inflation. 


Forced loans would be superior to voluntary loans. 
Although the latter theoretically could be made to 
reduce the spending power of the wage-earning popu- 
lation the success of a bond subscription campaign 
could hardly be determined beforehand. Forced 
loans would be more certain to reduce spending power 
on a basis considered necessary by the government. 
Finally, of course, a system of forced loans would 
make a large volume of bank borrowing unnecessary. 


Various suggestions have been made regarding the 
operation of the plan.7? It has been suggested that 
employers could make collections from wage earners 
much as the present social security pay roll taxes are 
collected. The funds taken would be deposited in 
banks known to the owners of the deposits. Bonds 
or certificates representing the forced loan and bear- 
ing interest could then be given. Banks could then 
turn the deposits over to the government but could 
not expand credit upon their basis. So as to prevent 
an individual from financing his loan with bank credit, 
the bonds or certificates could be non-transferable and 
not acceptable as collateral for bank loans. In addi- 
tion, of course, the securities could not be cashed ex- 
cept with the permission of the government, else the 
whole plan would break down at a most crucial point. 
Following the emergency, the securities could be paid 
at the discretion of the government. 


Forced loans, in addition to the advantages already 
claimed for them, would open up some interesting 
post-emergency possibilities. If a defense effort such 
as that now under way is followed it seems inevitable 
that at the end of the program a violent business re- 
action will appear. Suddenly, the economic machine, 
which is geared to producing armaments, will be 
expected to resume its pre-defense function of pro- 
ducing only consumers’ goods. If past experience can 
be relied upon, the government will exert every effort 
to expand consumer spending so as to help the shift 
in production techniques. Payment of bonds and 
certificates representing forced loans will serve to 
place spending power in the hands of consumers equal 
to that which was taken away during the emergency. 
It may be expected that these new funds in large part 
will be used to purchase durable goods of one kind or 
another which during the defense program were un- 
available. Redeeming securities held by the wealthier 
classes rather than increasing consumer demand will 
swell the pool of funds seeking investment. Funds 
with which to repay the loans [Turn to page 360] 





” See W. J. Shultz, ‘‘Fiscal Possibilities for National Defense,’’ 
Studies in the Economics of National Defense, No. 6, Supplement 
to The Conference Board Economic Record, (National Industrial 
Conference Board, Inc., September 21, 1940). 















The Power to Tax: 


To Destroy or to Maintain 


By THOMAS LAVERY“** 


T HAS been conservatively estimated that dur- 
ing the fiscal year beginning July 1, 1941, the 
Federal Government will spend about twenty-five 

billion dollars. No ghost from the grave of finance 
is needed to tell us that that is a prodigious sum. 
Some realization of its size may be forced upon us by 
remembering that at the depth of the depression our 
entire national income was only forty-two billions. 
Present taxes, it is estimated, will yield slightly more 
than ten billions from 1941 incomes, collectible in 
1942, and from 1941 sales of liquor, automobiles, gaso- 
line, and other commodities that are taxed. On this 
basis, a deficit of approximately fifteen billion dollars 
is staring us squarely in the face. What our expendi- 
tures will be during the succeeding year or years, no 
one can foretell, but whatever they may be, the money 
will be provided for our objective is clear—victory at 
any cost. Yet victory must be achieved without de- 
stroying the thing it is designed to save—our demo- 
cratic way of life. How can this be done? Does any 
one profess to know the answer? 

I confess that I do not. What I shall try to do 
here is at most to draw to your attention the role 
which the power of taxation may be called upon to 
play, and the considerations which lead me to believe 
that in this dark hour of the world’s history it may 
be used, not to destroy, but to maintain. 


Borrowing v. “Pay-as-You-Go” 

The way in which a democratic government gets 
the money to pay its way is by taxation. Temporarily 
it may borrow; and for a little while it may run its 
printing presses. But in the end it is to taxation it 
must turn. 


* Address before the Institute on Federal Taxation, Atlanta, Ga., 
April 11, 1941. 


** Rufus King, Professor of Constitutional Law, College of Law, 
University of Cincinnati. 


For the past decade, we have followed the path of 
borrowing. Our national debt, standing at sixteen 
billion dollars on June 30, 1919, after a temporary 
decline, rose steadily to forty-four billions on Novem- 
ber 15, 1940. Some predict that it will continue to 
rise until it reaches a hundred or a hundred and 
fifty billions. A war effort comparable to that of 
Germany alone would probably cost as much as one 
hundred billions. Shall we shift this heavy burden to 
future generations by borrowing alone, or resolutely 
face the problem now, and by taxation pay-as-we-go? 

In his budget message to Congress on January 8, 
1941, the President dealt to some extent with the 
problem. He said: 

“There is no agreement on how much of such an extraor- 
dinary defense program should be financed on a pay-as-you-go 
basis and how much by borrowing. Only very drastic and 
restrictive taxation which curtails consumption would finance 
defense wholly on a pay-as-you-go basis. I fear that such 
taxation would interfere with the full use of our productive 
capacity. I suggest, therefore, a financial policy aimed 
at collecting progressive taxes out of a higher level of national 
income. I am opposed to a tax policy which restricts gen- 
eral consumption as long as unused capacity is available and 
as long as idle labor can be employed.” 

Because he could not conceive the complete meas- 
ure of extraordinary taxes which will be necessary to 
pay off the cost of emergency defense and to aid in 
avoiding inflationary price rises which may occur 
when full capacity of production is approached, the 
President recommended that existing tax laws, based 
upon ability to pay, be adjusted to carry out the fixed 
policy of the Government that no man make an ab- 
normal profit out of national defense. In short, he 
sought improvement in our present tax system rather 
than the enactment of new restrictive tax levies. -\t 
the same time, however, he warned us that 


“We must face the fact that the continued existence of an 
expanded Army and Navy and the interest on our defense 
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debt will call for large federal expenditures in the years 
ahead. Our tax system must be made ready to meet these 
requirements.” 

The first 1941 tax plan, now being considered by 
the Treasury and the Congress, seems to be taking 
form in line with the President’s budget message. 
Whether it will be followed by a second plan this 
year depends upon the course of events which cannot 
now be foreseen. In general, the design for taxation 
is that the rich shall not grow richer, nor the poor, 
poorer. The March, 1941, collections of income tax, 
while encouraging, were merely a drop in the incom- 
prehensible ocean of budget requirements. 


This is not the occasion to present in detail the 
sources from which additional revenue is to come. 
However, the plan being considered proposes to in- 
crease the normal tax rate on corporate income from 
twenty-four to twenty-seven per cent; and to tighten 
the credit allowed in computing the excess profits tax, 
based on invested capital or earnings in average years, 
by reducing it from the present eight per cent to 
six per cent. On this basis, the Government would 
expect to realize at least eight hundred million dollars 
in additional revenue, or a total corporate contribution 
of four and one-half billions. In the case of individ- 
uals, the plan proposes to increase the normal tax rate 
from four to six per cent, and to start the surtax at 
$3,000 instead of $4,000, with the elimination of some 
of the credits now allowed before application of the 
surtax rates. These changes would add six hundred 
millions to the revenue, so that from individuals a 
total of 2.6 billion dollars would be drawn from their 
1941 incomes. The plan also calls for increases in 
the tax on cigarettes, liquor, beer, automobiles, and 
other “luxury” products, including soft drinks now 
consumable tax free. These, together with customs 
duties, social security taxes, and other excises, add 
up to the impressive exaction of twelve billion dollars 
or 14 2/7 per cent of an estimated national income of 
about eighty-four billion dollars. If and when these 
changes have exacted their toll, however, it must be 
remembered that only half of the estimated require- 
ments of the Federal Government will have been pro- 
vided, and the borrowing power will have to fill the 
gap. This means that the national debt will then 
approach sixty billion dollars at the end of the next 
fiscal year. 


It is said to be the official view that as long as the 
national income continues to rise, debt is not a vital 
problem. With more income, more dollars will be 
available to meet the interest payments. At the pres- 
ent time no one will seriously contend that the limit 
of our borrowing power has been reached. Bank re- 
serves are adequate to cover any program of defense 
expenditure yet proposed and no problem of meeting 
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outstanding bond issues as they mature has been pre- 
sented. However, we stand upon the threshold of 
our defense effort, and as we rapidly approach the 
ceiling of our productive capacity, as idleness is 
changed into productive employment, and as our na- 
tional income steadily climbs toward its peak, we must 
squarely face the issue, pay-as-you-go, or pass our 
financial burden on to those unborn. With the issue 
sharply drawn, the case for borrowing is pitted against 
the case for taxation. With due deference, I submit 
that if we yield to the case for borrowing, we are 
inviting economic disaster. 


Increased Purchasing Power 


In the long run, taxes must come out of income, 
the gain derived from capital or from labor or from 
both combined. When capital fails to find productive 
investment and labor searches in vain for productive 
employment, income dwindles and the power to tax 
becomes “stale, flat, and unprofitable.” In such a 
time, we must, of necessity, resort to the borrowing 
power, with the hope so fondly cherished during the 
past decade, that with enough priming the industrial 
pump will start its flow. The defense program now 
provides a priming that will soon carry us to the 
height of our productive capacity, and by temporarily 
solving the problem of unemployment, will unleash 
a purchasing power such as we have never known, 
since the plan of taxation now under consideration 
will divert only twelve billion dollars from civilian 
consumption as the national income approaches the 
hundred billion mark. 


To what end shall this vast purchasing power be 
employed? It cannot be spent for goods which are 
required in the production of the implements of war; 
such material must be diverted from civilian to mili- 
tary use. Thus the great opportunity is presented 
for a parallel diversion of the money income stream 
from civilian consumption to the purpose of paying 
for the ships and guns, the tanks and planes, which 
are required to wage the war. The soundness of this 
conclusion has recently been demonstrated by Pro- 
fessor Lutz,’ when he said: 

“As an illustration, assume that the national income pro- 
duced is $75,000,000,000, of which one-tenth, or $7,500,000,000 
is to be diverted into the implements and materials of warfare. 
Assume, further, that the national income paid out is 
$75,000,000,000. Then an absorption of one-tenth of this 
income payment stream would cover the cost of the physical 
goods diverted into war material, and the operations of the 
economy as a whole would remain in balance. This is a 
simplified way of saying that if the government is to spend 


$7,500,000,000 a year on defense, it can, if the people approve, 
meet that cost by taking $7,500,000,000 a year out of the 





1 Harley L. Lutz, ‘‘Loans versus Taxes in Defense Financing,’’ 
214 The Annals of the American Academy of Political and Social 
Science, 207 (1941). The March issue of The Annals is devoted in 
its entirety to the subject of ‘‘Billions for Defense.’’ 
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income stream which flows into the hands of the people. The 
diversion of purchasing power to public use would thus pay 
for the goods diverted to public use, at the prevailing level 
of prices.” 


Continuing, Professor Lutz said: 


“Suppose, however, that government goes to the opposite 
extreme and levies no additional taxes for its defense costs, 
but makes payment by creating new purchasing power through 
the issue of bonds. There would be available annually for 
civilian consumption, and for additions to the stock of capital 
apparatus, a supply of materials valued at $67,500,000,000. 
But there would be available a total purchasing power of 
$75,000,000,000. In order to equate the available goods and 
the aggregate buying power, the prices of goods would be 
forced upward unless there were price control or a rationing 
of deliveries among the buyers. Price control without ration- 
ing would intensify the scramble to acquire goods and would 
probably lead to a considerable hoarding of various sorts of 
merchandise and supplies. 


“If government should curtail civilian power to spend for 
consumption or for capital increase in proportion as it curtails, 
through diversion to defense purposes, the supply of goods 
available for consumption and capital increase, there would 
be no general dislocation of prices. Price adjustments in 
particular cases might. be necessary, if the war demand for 
certain things were greatly in excess of the total production 
of these things, or in so far as this demand made heavy in- 
roads into the supply of goods which are as essential to 
civilian as to military use.” * 


Gross Income Tax 


What kind of tax can be levied to accomplish the 
diversion of purchasing power from civilian con- 
sumption to paying the cost of the war? A sales tax 
with no exemptions would produce an enormous rev- 
enue, but it may be avoided by the simple expedient 
of not buying. A net income tax is too slow in its 
operation and too complicated in its structure. The 
tax which would accomplish the purpose, if the peo- 
ple of the country really want to pay as they go, would 
be a personal gross income tax, imposed at whatever rate 
is necessary to raise the revenue required. Of course, 
such has never been extensively used by the Federal 
Government, but there is nothing in the Constitution 
which forbids its employment. 


The imposition of a gross income tax unquestion- 
ably means sacrifice on all hands, far beyond any- 
thing the American people have ever been called upon 
to make. On the psychological side, however, they 
will respond to the demands of government more 
readily in a time of stress than they will after it has 
passed. No one can be enthusiastic about paying the 
fiddler after the dance is over. The real merit in the 
pay-as-you-go plan lies in the fact that when the war 
comes to an end and thé stimulus of defense produc- 
tion is gone, we shall then need the borrowing power, 
unimpaired, to carry us over the period of post-war 


2 Lutz, op. cit. 
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adjustment, unless in the meantime we have been able 
to develop new industries and new products to which 
to turn our energies. 


The levy of a gross income tax would have another 
timely and, it seems to me a highly significant effect. 
Let us look at the American scene today. Do the peo- 
ple realize the size of the task which lies before them ? 
Do they appreciate the kind of united effort that will 
be required, successfully to carry it through? | 
gravely doubt that they do. Labor leaders, in par- 
ticular, seem to think that the pick-up in employment 
portends a Roman holiday. Labor against capital, 
employee against employer, and the devil or Hitler 
or both taking the hindmost! 


Finally, a gross income tax may indirectly supply 
the brake to check the momentum of spending for 
spending’s sake. Few, if any, can comprehend the 
magnitude of a billion dollars, at present the lowest 
common denominator in our casual speech. Most of 
us have not seen one, but like the Purple Cow we 
know that there must be not one but many. All, how- 
ever, can see and understand a tax which takes one 
or two dollars out of every ten. Glorification of gov- 
ernment spending for its own sake, without thought 
of from whence it is to come, leads ultimately to 
something worse than depression. It leads to bank- 
ruptcy and to dissolution of our government. As 
Senator Taft has said in a recent address in Cincinnati: 

“If we have another severe depression, it is going to be 
hard to convince the people that our American system will 
ever work. It does not make any difference that it has been 
wrecked by those who have no sympathy with it and may 
actually desire to get rid of it and establish a national social- 
ism. Nevertheless, if under our system millions of men are 
again unable to obtain work, and become dependent on gov- 
ernment bounty, the movement to change the whole system 
is going to be irresistible. It is almost certain that we would 
see the end of the system of private enterprise, of the Ameri- 


can way of life as we have known it, and, I believe, of demo- 
cratic government itself.” 


Conclusion 


Every American has a personal stake in the out- 
come’of the war. It is not now a question of profit, 
for either capital or labor, lean and hungry though 
they be. Profits must be foregone until a better day. 
But it is a question of our national existence. If as 
the President has said, our tax system must be ready 
to meet an expanding financial burden, let us make it 
ready now. We are still at peace; we are rich in 
resources, and we are strong in every way. With a 
united effort, guided by the will to do, we can hand 
our torch aflame to those who follow. God forbid that 
we should falter! 















N RECENT years roughly one-third of the nation’s 
railroad mileage has been in bankruptcy or re- 
ceivership; one-third has been on the verge of 
bankruptcy ; and one-third has remained solvent, not 
comfortably, but safely. The plight of the railroads 
is traceable to no single cause. The competition of 
highway, pipeline, water, and air transportation ; low 
industrial production; technological changes in in- 
dustry ; relocations of industries ; loss of foreign markets 





Kenneth Field 


for agricultural products; crop restrictions; excessive 
taxation; and many other factors have contributed to 
the financial decline of the railroads. However, the 
problem of taxation is worthy of special study because 
taxes are artificial items which can be controlled by 
government. To the extent that taxes contribute to 
unsound economic conditions by causing insolvency, 
by hampering the development of sound business 
enterprise, and by placing burdens unfairly on dif- 
_* Head of the Department of Economics, Carnegie Institute of 


Technology, Pittsburgh; Past President, American Finance Asso- 
Clation. 
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ferent individuals in the nation, the state and national 
legislatures are in a position to, and should, take 
steps to remedy the defects of our tax structure. It is the 
purpose of this article to present certain data indicating 
the burden of taxation on railroads and to raise certain 
questions concerning the taxpaying ability of railroads. 


The tax burden of the railroads is very heavy and 
is becoming heavier. In 1916, Class I Railroads as a 
whole paid in taxes less than 14% of their net railway 
operating income available for the payment of taxes, 
fixed charges, and dividends. In 1940, they paid 37%. 
In the one bad year of 1938, they paid 48%. Even 
these figures do not tell the entire story of the tax 
burden, for taxes are paid in cash, whereas the net 
railway operating income is a bookkeeping figure. 
Competent observers believe that the railroads have 
not spent in recent years adequate amounts for the 
maintenance of ways and structures and for the main- 
tenance of equipment. To the extent that maintenance 
has been skimped, net railway operating income has 
been overstated. Hence, the ratio of taxes to real 
net railway operating income is probably much greater 
than the book figures indicate. 

However, the aggregate figures show only a gen- 
eral trend; they mean very little for purposes of 
analysis. Great variations in tax burdens exist from 
geographical section to geographical section and from 
company to company in the same section of the country. 
The accompanying table shows the tax status of most 
of the major railroad systems of the country. 


The reader will note that the states west of the 
Mississippi River tax railroads at unconscionably high 
rates. The southeastern states likewise impose very 
high rates of taxes. But even more marked are the 
discrepancies between companies. The New York 
Central Railroad Company is taxed more heavily than 
is any other eastern trunk-line railroad. For example 
it is taxed twice as heavily as is the competing New 
York, Chicago, and St. Louis Railroad Company. In 
the northwest, the Chicago, Milwaukee, St. Paul & 
Pacific Railroad Company and the Chicago & North 
Western Railway Company are taxed much more 
heavily than are their competitors, the Great Northern 
Railway Company, the Northern Pacific Railway Com- 
pany, and the Chicago, Burlington & Quincy Railroad 
Company. Indeed, the Chicago, Milwaukee, St. Paul 
& Pacific Railroad Company need not have filed a 
petition in bankruptcy had it been relieved of taxes, 
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Retrassecnten cd of Net sdhersscin Operating Income before Taxes me for ay Taxes, 1933-1940 











Percentages by Veer: 


Pemeaieaes by Yeers . 





Railroad 1933 1934 19: 35 19. 36 1937 1938 1939 1940 Railroad 1933 193 4 1935 1936 1937 1938 1939 1940 
Great Northern Railway Boston & Maine Rail- ; 
Company ..... 36 31 25 25 2 37 34 3% road Company WF 6&6 24H BB HM 3 
Nortl Pacific Rail- *N. Y., N. H. & Hartford ; 
ap Cae .... 49 41 41 38 36 52 39 34 Railroad Co. 37 45 34 41 56 92 42 42 
Linn. New York Central Rail- 
*Chicago, Milwaukee, St. : 
Paul & Pacific R.Co. 45 49 56 46 44 62 51 39 road Company ... 44 46 36 40 47 68 46 43 


*Chicago and North 

Western Railway Co. 51 55 63 59 101 105 55 40 
Chicago, Burlington & 

Quincy Railroad Co. 34 31 37 38 37 42 41 40 
Union Pacific Railroad 

Company 7 FT SEH GF 
*Chicago, Rock —— & 

Pacific Railway Co. 64 72 129 85 49 70 51 41 
*\Minneapolis & St. Louis 

Railroad Company 52 89 74 41 40 45 35 29 
Atchison, Topeka & 

Santa Fe Railway Co. 43 38 41 44 35 59 45 42 
Southern Pacific Lines. 58 42 38 26 43 56 39 36 
*Missouri Pacific Rail- 


44 45 39 


road Company...... 37 38 41 31 28 52 44 36 
*Western Pacific Rail- 
road Company .. 48 40 40 90 def. 101 38 28 


 *In bankruptcy or receivership. 


In all cases, the bankrupt lines indicate a higher 
relative burden of taxes than do the solvent lines. 
The discrepancy between bankrupt lines and solvent 
lines is probably not so great as the ratios indicate 
because the scale of maintenance expenditures on 
many of the solvent lines has been reduced for the 
purpose of making a better income showing. Never- 
theless, it is fair to say that excessive taxation is 
imposed on the bankrupt lines as a whole. 

So far we have been concerned only with the burden 
of taxes upon the net railway operating income avail- 
able for the payment of taxes, fixed charges and divi- 
dends. We have not examined the theory of taxing 


railroads or the question of taxpaying ability. 


Railroad Taxes Passed on to Consumers 
or Security Holders. 

If we were to be strictly logical in our analysis, we 
should be forced to admit that the railroads should 
be taxed very little. A railroad corporation has no 
taxpaying ability as such. Taxes on corporations are 
either shifted on to the users of the service, or are 
borne by the security holders. If passed on, taxes 
bear unequally on the users of the service, cause 
business plants to be located illogically because of the 
tax-loaded freight rates, and upset the normal growth 
of communities. If absorbed by the security holders, 
the tax burdens fall on rich and poor alike, and hence 
depart from any theory of justice in taxation. 





New York, Chicago & St. 
Louis Railroad Co... 24 23 16 22 24 31 25 27 
*Erie Railroad Company 24 24 24 27 29 68 37 3 


Pennsylvania Railroad 


Company 28 28 2629 35 39 4M 3 
Baltimore & Ohio Rail- 
road Company . 22 25 23 25 30 40 30 28 


Chesapeake & Ohio 

Railway Company .. 21 22 21 20 23 30 27 331 
Atlantic Coast Line 

Railroad Company 47 45 59 50 49 67 54 55 
Southern Railway Co. Zi B&B BB BWA BB 3 
Illinois Central Railroad 


PSR =o 6 # SB HAH HKH 
Louisville & Nashville 
Railroad Company... 25 23 24 26 33 32 34 37 
*Seaboard Air Line Rail- 
way Company ...... 46 56 60 60 37 70 44 44 
Class I Railroads...... 34 34 32 33 36 48 38 37 





* In bankruptcy or receivership. 





It is sometimes argued that the corporate form of 
organization, by making possible the aggregation of 
large amounts of capital, has made railroads possible : 
and, hence, the corporate form has special taxpaying 
capacity as measured by the difference in costs be- 
tween railroad and animal transportation. If this 
argument means anything, it means that we should 
place tax penalties on all improvements in forms of 
organization, tools, etc. Why should we handicap 
progress? Would it not be far better to let the most 
efficient forms of organization and methods function, 
and then reach the taxpaying ability of society through 
taxes on individuals after the incomes have reached 
them? Only by decreasing business taxation and by 
increasing personal taxation can we hope to apportion 
the burdens of public expenditures justly. 

A rational system of taxation would impose on rail- 
roads direct burdens only for the social security of 
their employees and for fire and police protection of 
their buildings. The more general burdens of g0\ 
ernment should be imposed on persons by means 0f 
individual taxation. In this way regional economic 
development would take place on the basis of relative 
costs and resources. Such development would not be 
distorted by the whims of public authorities. 


Can a Rational System of Railroad Taxation 
Be Adopted? 

It is very unlikely that politicians will ever adopt 
a rational system of taxation for corporations. It is 
too easy for the political spenders [Turn to page 377] 
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volves two particular questions: a. What is 
b. How is it to do it? 
For our present purposes the life insurance has only 
one thing to do; that is, protect the general property 
estate. 
stated. 


/ : VHE INSURANCE plan of estate protection in- 


the insurance to do? 


How to accomplish that feat is not so simply 


We must keep in mind the fact that our prospect 
or our client, however he may be considered, already 
has created at least one estate; that is, the general 
property estate. If he already has a life insurance 
estate, then we want to use the life insurance that he 
already has, or apply new insurance, for the purpose 
of protecting that general property estate. This may 
be done, depending upon the size of the general prop- 
erty estate, in one of several ways. But before we 
consider any of those different ways, we must first 
know what complications certain steps may lead us 
into in our effort to offer protection to that general 
property estate. If we run into the provisions of the 
Federal Estate Tax Law and the Federal Gift Tax 
Law, we must be able to recognize the situation thus 
created. 


The federal gift tax is a tax on the transfer of prop- 
erty. The type of property transferred and the rela- 
tionship between the donor and the donee have no 
bearing on the computation of the tax. The gift tax 
is supplementary to the estate tax. Recently, the 
United States Supreme Court remarked that an im- 
portant, if not the main purpose of the gift tax, was 
to prevent or compensate for avoidance of death taxes 
by taking the gifts of property which, but for the gift, 


*C. L. U., Boston. 
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would be subject in its original or converted form to 
the estate tax laid upon transfers at death. 


The federal gift tax was imposed by the Act of 1924 
and was effective from June 22, 1924, to December 31, 
1925. The present act became effective June 6, 1932, 
and applies to all gifts made on or after that date. 
The tax is not limited in its imposition to transfers of 
property without “a valuable” consideration, which at 
common law are treated as gifts, but extends to sales 
and exchanges for less than an adequate and full con- 
sideration in money or money's worth. The tax applies 
to all individuals, either resident or non-resident, of 
the United States. But, in the case of a non-resident 
alien, the tax applies only to transfers of property 
situated in the United States. 


The statute imposes a tax whether the transfer is 
in trust or otherwise, whether the gift is direct or 
indirect, or whether the property is real or personal, 
tangible or intangible. Thus, as the regulations state, 
“a taxable transfer may be executed by the declara- 
tion of a trust, the forgiving of a debt, the assignment 
of a judgment, the assignment of the benefits of a 
contract of insurance, or the transfer of cash, cer- 
tificates of deposit, or federal, state or municipal bonds.” 


It is important, however, to have in mind that a 
transfer must be complete. And so one may properly 
raise the question as to what constitutes a completed 
transfer. In answer to this question Article 3 of the 
Regulations states in part as follows: 


“As to any property, or part thereof or interest therein, of 
which the donor so parted with dominion and control as to 
leave in him no power to change the disposition thereof, whether 
for his own benefit or for the benefit of another, the gift is 
completed. But, if upon a transfer of property (whether 
in trust or otherwise) the donor reserves any power over the 
disposition thereof, the gift may be wholly incomplete or 
partially incomplete, depending on all the facts in the particu- 
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lar case. Accordingly, in every case of a transfer of property 
subject to a reserve power, the terms of the power must be 
examined and their scope determined.” 


There have not been many court cases affecting the 
everyday situations which we find in our work, and 
even the Treasury Regulations are cautiously reticent 
in a good many respects. However, the Board of Tax 
\ppeals has said that: 

“The essential elements of a valid gift inter vivos are: 
(1) An intention on the part of the donor to make the gift; 
(2) delivery by the donor of the subject matter of the gift; 


and (3) acceptance of the gift by the donee. In Edson v. 
Lucas,’ the rule is stated as follows: 


“ 


There must be a donor competent to make the gift, 
a clear and unmistakable intention on his part to make it, a 
donee capable of taking the gift, a conveyance, assignment, 
or transfer sufficient to vest the legal title in the donee, with- 
out power of revocation at the will of the donor, and a 
relinquishment of dominion and control of the subject matter 
of the gift by delivery to the donee.” 

In our effort to understand the freedom of action 
available under the Federal Gift Tax Law and Regu- 
lations, | think that we must immediately set up three 
classes of property for consideration: (a) general 
property, such as stocks, bonds, real estate, patents, 
royalties, etc.; (b) life insurance; and (c) annuities. 


HE general property we shall need to treat (1) as 

being given outright to an individual or a group of 
individuals; (2) to a charitable, educational or gov- 
ernmental institution or other tax-exempt beneficiary ; 
(3) to a trustee for the benefit of an individual or an 
institution. Then, we shall need to consider (a) whether 
such transfers are immediately vested in the bene- 
ficiary, (b) in the donor with a remainder over to a 
contingent beneficiary, or (c) an immediate vestment 
of interest in the donee with a reversionary interest 
to the donor. 

The second class of property known as life insur- 
ance will need to be treated as (1) a single-premium 
contract, (2) an annual premium contract, (3) as a 
contract payable under a revocable trust agreement, 
(4) a contract payable under an irrevocable trust 
agreement; and we shall need to have in mind whether 
both agreements, or one or the other, should be funded 
or unfunded. 


As to the third class of property known as annuities, 
we should consider them as (1) single-premium, im- 
mediate annuities vested in someone other than the 
donor, (2) as a contract purchased jointly with one 
or more persons, with right of survivorship; and then 
we shall need to have in mind whether the annuity is 
of the so-called retirement annuity type with title 
vested in the annuitant, with the understanding that 
premiums due during the lifetime of the donor will 
be paid by the donor. 


'40 Fed. (2d) 398. 
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In addition to the foregoing we shall need to give 
special attention to what may be termed as (1) prop- 
erty held jointly by a man and his wife in the manner 
known as “tenancy by the entirety,” and (2) property 
held by two or more people with right of survivorship. 


To begin with, there are certain statements of fact 
which are generally accepted as follows: 


(a) As to any kind of property transferred to a charitable, 
educational, or governmental institution, there is no tax to 
apply. 

(b) Gifts made to individuals are subject to an annual 
exclusion of $4,000 per individual plus a general exemption 
of $40,000, which general exemption may be applied over a 
period of years or all in one year at the discretion of the donor. 


(c) Any property transferred with the vestment of imme- 
diate ownership in all of the beneficiaries represents a giit 
of a present interest subject to all or any remaining gift tax 
exemptions. 

(d) Any completed transfer to a trustee is immediatcly 
subject to a gift tax if the general exemption of $40,000 has 
been utilized. The same applies to a gift of a future interest. 


(e) Where A creates a revocable trust naming B as bene- 
ficiary, a gift to B of the corpus is effected’ when A relin- 
quishes the power to revoke or the power is otherwise 
terminated in B’s favor. 


The mention of the relinquishment of the donor’s 
dominion and control leads me to make this statement 
which is to be found in Article 3, Regulations 79: 


“As to any property, or part thereof or interest therein, 
of which the donor has so parted with dominion and control 
as to leave in him no power to change the disposition thereof, 
whether for his own benefit or for the benefit of another, the 
gift is complete. But if upon a transfer of property (whether 
in trust or otherwise) the donor reserves any power over the 
disposition thereof, the gift may be wholly incomplete, or 
may be partially complete or partially incomplete, depending 
upon all the facts in the particular case. Accordingly, in every 
case of a transfer of property subject to a reserved power, 
the terms of the power must be examined and their scope 
determined. 


“A gift is incomplete in every instance where a donor 
reserves the power to revest the beneficial title to the prop- 
erty in himself. A gift is also incomplete where and to the 
extent that a reserved power gives the donor the right to 
name new beneficiaries or to change the interests of the bene- 
ficiaries as between themselves. Thus, the transfer of an 
estate for life where, by an exercise of the power, the estate 
may be terminated or cut down to one of less value, and 
without restriction upon the extent to which the estate may 
be so cut down, constitutes an incomplete gift. Modifying 
the example by treating the power as confined to the right 
to cut down the estate for life to one for a term of five years, 
the certainty of an estate for not less than that term results 
in a gift to that extent complete. 


“A gift shall not be considered incomplete, however, merely 
because the donor reserves the power to change the manner 
or time of enjoyment thereof. Thus, the creation of a trust 
the income of which is to be paid annually to the donee for 
a period of years, the corpus being distributable to him at the 
end of the period and the power reserved by the donor being 
limited to a right to require that, instead of the income being 
so payable, it should be accumulated and distributed with 
the corpus to such donee at the termination of the period, 
constitutes a completed gift. 


“A donor shall be considered as himself having the power 
where it is exercisable by him in conjunction with any person 
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not having a substantial adverse interest in the disposition of 
the transferred property or the income therefrom. A trustee, 
as such, is not a person having an adverse interest in the 
disposition of the trust property or its income. 


“The relinquishment or termination of a power to change 
the disposition of the transferred property, occurring other- 
wise than by the death of the donor (the statute being con- 
fined to transfers by living donors), is regarded as the event 
which completes the gift and causes the tax to apply. The 
receipt of income or of other enjoyment of the transferred 
property by the transferee or by the beneficiary (other than 
by the donor himself) during the interim between the making 
of the transfer and the relinquishment or termination of the 
power operates to free such income or other enjoyment from 
the power, and constitutes a gift of such income or of such 
other enjoyment taxable as of the calendar year of its receipt.” 

There have been three cases in which the Supreme 
Court has had occasion to determine whether particular 
transfers were subject to the gift tax or not. Each 
involved trusts in which the grantor had reserved the 
power to alter, amend, or revoke. In the case of 
Burnett v. Guggenheim ? the taxpayer had created trusts 
in 1917 for the benefit of children, reserving a full 
power of revocation. In 1925, he cancelled the power 
while the gift tax of 1924 was in effect. The court 
held that the cancellation effected a taxable transfer 
on the grounds that a gift is not consummated until 
put beyond recall. In the cases of Sanford v. Com- 
missioner * and Rasquin v. Humphreys ** a much more 
dificult type of case was involved. In the trust in- 
strument it was contained that the settlor could not 
re-claim the property for himself but retained the 
power to alter or to add other beneficiaries. This 
made the donees uncertain, but in one sense the donor 
parted with the property once and for all. The Supreme 
Court concluded that the gift was not completed while 
the donor retained this limited power, but it was com- 
pleted when he relinquished it. The principal ground 
upon which the decision was based was that the gift 
tax supplemented the estate tax; and that property 
transferred subject to a power to alter beneficiaries 
had been held by the court to fall within the donor’s 
gross estate. 


Serious legal, as well as evaluation problems, are 
involved in a situation in which the settlor has made 
transfers subject to reserved interests. From the legal 
point of view, the problem is to determine exactly 
what the settlor has parted with finally and completely. 


in considering the transfer of life insurance prop- 
erty, the following are considered to be completed 
gifts according to present regulations: 


(1) If the insured assigns a life insurance policy, or desig- 
nates a beneficiary in such a policy, but does not retain 
what amounts to a power of revocation as, for example, the 
right to surrender or cancel the policy or the right to obtain 
a loan against the policy or its surrender value, or a right 
to change beneficiaries or the assignee, such assignment or 


U. S. 280, 53 S. Ct. 369, 3 ustc J 1043. 
308 U. S. 39, 60 S. Ct. 51, 39-2 ustc f} 9745. 
U.S. 54, 60 S. Ct. 60, 39-2 ustc § 9746. 
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designation constitutes a gift even though the right of the 
beneficiaries or assignee to receive the proceeds is conditioned 
upon their surviving the insured. 


(2) If it is an irrevocable gift of a policy of life insurance 
and the insured thereafter pays premiums thereon, each pre- 
mium payment is a gift in the amount thereof. 


In each of the foregoing transfers of insurance, 
however, the effectiveness of the regulations under 
the gift tax law immediately lose their influence when 
considered in the light of T. D. 5032 of January 10, 
1941. This decision applies to the taxability of life 
insurance in the estate of a decedent and complicates 
the ultimate acceptance of what actually creates a 
gift of life insurance that may be wholly free or 
partially free from tax in the estate of the insured. 
Time alone will clarify the situation T. D. 5032 has 
created in connection with transfers of life insurance. 
My object is to give you a comprehensive analysis of 
how the gift tax law itself and the regulations govern- 
ing its administration now stand in the matter of 
influencing the insurance plan of estate protection. 
After that, your judgment as to what actually con- 
stitutes a transfer of life insurance subject to gift 
taxes and thus free from estate taxes is as good a 
guide as any other. 


S TO jointly held property with right of survivor- 

ship: If A creates a joint bank account for himself 
and B, there is a gift to B when B draws upon the 
account for his own benefit to the extent of the 
amount drawn. 

As to transfers known as “tenancy by the entirety”: 
If a husband with his own funds purchases property 
and has the title thereto conveyed to himself and his 
wife as tenants by the entirety, there is a gift to the wife. 

In explanation of this and other features of jointly- 
owned property either as tenants by the entirety or 
as joint tenants with right of survivorship, the follow- 
ing comment applicable to property taxable under the 
Federal Estate Tax Law is given by the CCH In- 
heritance and Gift Tax Service—Federal.* I quote: 


“ 


. The statute specifically reaches property held jointly 
by the decedent and any other person or persons, or by the 
decedent and spouse as tenants by the entirety, or deposited 
with any person or institution carrying on a banking business 
in the name of the decedent and any other person and payable 
to either or the survivor, provided the decedent contributed 
toward the acquisition of the property so held or deposited, 
or acquired it by gift, bequest, devise, or inheritance. This 
section of the statute applies to all classes of property, 
whether real or personal, in the case the survivor takes the 
entire interest therein by right of survivorship, and no interest 
therein forms a part of the decedent’s estate for purposes of 
administration. It has no reference to property held by the 
decedent and any other person or persons as tenants in common.” 


Now with this general introduction to the situation, 
let us go back to the “tax problems in the insurance 
plan.” Let us take for illustration the man who has 
a general property estate valued at $675,122.25. Let 





4] 3451, Art. 22, Reg. 80. 
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us call him Mr. U. 
eral estate: 


Here is an inventory of his gen- 


Home in Brookiine.............5 sss . $ 36,000.00 
ROU UN INN shire glacsivloraannd Sein Welas 23,000.00 
Lane m Canads.........«. 10,000.00 
2000 shares X Supply Co. of Mich. @ —... 50,000.00 
4930 X Supply Co. of Illinois @ 25....... 123,250.00 
4800 “ Acme Heater Co. @ 39....... 187,200.00 
100 ‘“ Locomotive Works @ 42%......... 4,287.50 
10 “ Pioneer Bank of Brookline @ 200 2,000.00 

10 “ Recreation Corp. @ 50 500.00 
5200 “ Engineering Corp. @ 3 15,600.00 
15760 “ U Company ... Festitt No value 
43 “ Hat Corporation @ 18%4 wioaaty 784.75 
5% Notes of M company 206,000.00 
Checking Accounts .. 12,500.00 
Savings Accounts .. 4,000.00 
TOTAL GENERAL ESTATE $675,122.25 


He has life insurance payable to the estate in the sum 
of $125,000. You therefore can readily see that for fed- 
eral estate tax purposes Mr. U has an $800,122.25 estate. 
There will be certain allowances, of course, such as 
the $40,000 general exemption and certain other allow- 
ances which we do not need to consider in detail. 
Our principal object is to fix in our minds that what- 
ever amount of life insurance a man possesses payable 
to his estate increases the tax liability in that estate. 
For instance, the rate of tax on the last block in the 
$600,000 to $800,000 estate is 26 per cent, which means 
that, although the estate will collect $125,000 in cash 
from the life insurance, it really will have only $92,500 
in cash with which to pay taxes and other expenses 
accumulating against the estate which, according to 
conservative estimates, would amount to approxi- 
mately $186,222.00. 

It will not be often, of course, but yet it does 
happen, as in the case of Mr. X, who was a member 
of the so-called “old-school of life,”” where out of the 
total assets of a $312,075.00 estate, $5,000 of life in- 


surance was involved, as follows: 


eee UNI NC 55 oc, naee nila Sada scales eee $128,000 
Real Estate as follows: 
Business Block ........ $50,000 
Business Block ................... 25,000 
Feouse on A Bireett..... ....0c55.5s. 5,000 
House on B Street................ 2,000 
House on C Street................ 5000 
Howse on DD Strect................ 5,000 
One-half Interest in Home Deeded 
Jointly with Wife. ... TSR ee 3,500 
Total Assessed Value of Reai Estate....... scree §©=§99SOD 
Porst Mortgages as per Last....... 2... ccc cene. 21,175 
One-half Interest in X Co. 30,000 
One-half Interest in Y Co. 26,000 
Savings Accounts ............ nO EE er B ven 1,400 
Checking Accounts .......... ee en ee ee 5,000 
TOTAL GENEMAL ESTATE. ... i. cc.cecs. ... $307,075 
Life Insurance . mee EP id conta ue 5,000 
TOTAL GENERAL AND LIFE INSURANCE 
ESTATES $312,075 











It is as important to properly arrange the life insur- 
ance in this situation as it is in the case of Mr. U 
because even Mr. X, with only $5,000 of life insur- 
ance, is leaving an expense account for the executors 
of his estate to take care of to the extent of approxi- 
mately $51,700. 

We might even find an estate consisting almost 
exclusively of life insurance where there would be a 
question of arranging the whole of the life insurance 
to protect that portion of it in excess of $80,000. | 
mention $80,000 because I have utilized the general 
property exemption of $40,000 and the life insurance 
exemption of $40,000. 

Now, in the case of Mr. X where there was only 
$5,000 of insurance involved, we can remove this in- 
surance from X’s estate by simply making the policy 
payable to his wife, if living, otherwise in equal shares 
to his children. By doing this, we will add a little, 
so to speak, to the protection of the estate. But we 
can add a great deal more to the protection of the 
estate in a different way; that is, by having Mr. X 
exercise his rights under the gift tax law and regula- 
tions in disposing of some of the other parts of his 
estate while he lives. Let us look at his family. We 
find that he has three sons and a daughter, that one of 
his sons A is already a partner with him in two busi- 
ness organizations. Son B is an employee of X and 
his son A. Son C is dependent partly on the generosity 
of his father for the support of his family. Daughter 
C is an employee of Mr. X and her brother A. Now, 
Mr. X may give to each of his four children and to his 
wife, who has no estate, $4,000 each and he may con- 
tinue to do that during any year that he feels justified 
in making such transfer. He also has $40,000 general 
exemption which he may utilize by transferring to his 
son A and son B his interest in the two partnerships. 
By doing so, he is making a present gift of property 
and by not retaining any right, title, or interest in that 
property, he has effected a completed gift. If, how- 
ever, he transfers any property in such manner as to 
be considered as a gift in trust or a gift of a future 
interest, he will be denied the right to the $4,000 
annual exclusion to each son. Article 10 of the Regu- 
lations says: 


“ec 


. except with respect to any gift in trust or of a future 
interest in property, the first $4,000 of gifts made to any one 
donee during the calendar year 1939 or during any calendar 
year thereafter shall be excluded in determining the total 
amount of gifts for such calendar year.” 


Article 11 of the Regulations says: 


“ 


. no part of the value of a gift of a future interest may be 
excluded in determining the total amount of gifts made during 
the calendar year. Future interests is a legal term and in- 
cludes reversion, remainders and other interests or estates, 
whether vested or contingent, or whether or not supported 
by a particular interest or estate, which are limited to com- 
mence in use, possession or enjoyment at some future date 
or time.” 
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In connection with our consideration of what con- 
stitutes a future interest in property, I want to draw 
your attention to the case of Thomas E. Wells.® In 
that case, the income from certain gifts was to be 
accumulated in trust. The Commissioner interpreted 
the trust agreement as constituting a gift of a future 
interest in property. This view was not accepted by 
the Board of Tax Appeals and their decision was 
afirmed by the Circuit Court of Appeals for the 
Seventh Circuit. In this and in several other cases 
the Board of Tax Appeals and the courts have held 
that there was no future interest, as there was no 
intervening estate; that the nature of the trust simply 
postponed the date when physical possession might 
be had by the beneficiary. 

Now, in the family of Mr. U we find five children- 
four boys and a girl. We also find that each child 
already is the beneficiary of his or her own $100,000 
trust fund created by the grandmother. We also are 
informed that Mr. U will inherit approximately 
$2,000,000 additional when his mother’s estate has 
been settled. Again we find that Mr. U has an estate 
of $800,122.25 and that, as a protection to his estate, he 
should take advantage of whatever the gift tax law 
permits during his lifetime. 

First, let us take the life insurance. We realize that 
it is advantageous for this $125,000 to be made avail- 
able to the executors of the estate for the purpose of 
meeting the cash requirements which are known to 
accrue against the estate at the time of Mr. U’s death. 

Let us assume that this means the creation of a life 
insurance trust. The proceeds will, therefore, be paid 
to the trustees at the time of Mr. U’s death. Have 
we done anything more, through such an instrument, 
than to make the proceeds available for the purpose 
of purchasing assets from the estate of the deceased? 
We have not. The same tax situation exists now as 
existed at the time the insurance was made payable 
to Mr. U’s estate, except for the fact that $40,000 of 
that insurance is now exempt. To remove the balance 
we must have Mr. U give up all the incidents of 
ownership to someone else. To do so, we must in 
this instance create an irrevocable trust. We are thus 
denied the right of the $4,000 exemption under the 
Federal Gift Tax Law. Furthermore, as an interpreta- 
tion of T. D. 5032, if Mr. U continues to pay the 
premiums on this insurance, even after an irrevocable 
trust has been created, the insurance will still be in- 
cluded as a part of his estate for tax purposes. We, 
therefore, must create a funded irrevocable trust so 
that the income from the funds in the trust will be 
ample to meet the premiums on the life insurance. 
Even then, we cannot be sure that the Tax Commis- 


° 88 Fed. (2d) 339, 37-1 ustc { 9132. 
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sioner will not consider the premiums as having been 
paid “indirectly” by the insured. 

In connection with this matter, I draw your atten- 
tion to Beck v. Commissioner,’ in which the United 
States Board of Tax Appeals discusses the question 
of the gift tax where an irrevocable, funded insurance 
trust is created. This is a case involving the evalua- 
tion of the gift but is timely nevertheless. The Board 
upheld the contention of the taxpayer that a reduction 
in the value should be made for gift tax purposes 
on account of the taxability of the trust income to 
the grantor. 

In this case the expected income from the securities 
was just about sufficient to pay the premiums on the 
policies. In filing a gift tax return, the grantor de- 
ducted from the value of the securities and policies 
the sum of $48,926.65 which, he explained, was the 
capitalized value of the income necessary to pay the 
premiums during his life. His contention was that, 
since he had to include in his income that portion of 
the income of the trust used to pay premiums, the 
capitalized value should be deducted in order to arrive 
at the net taxable gift. In upholding this contention, 
the Board referred to the holding of the United States 
Supreme Court in Burnet v. Wells." In that case, the 
court held the trust income taxable to the grantor 
when used to pay the premiums on policies on his life. 


OW coming back to the case of Mr. U. In lieu of 

the irrevocable funded trust, we may give over to 
Mr. U’s wife or to such of his adult children as may 
be proper, the right, title and interest which we had 
intended to give to trustees, and have the transferee 
create the trust which it was first considered Mr. U 
should do directly. By making the transfer to the 
proposed beneficiaries, they being individuals, Mr. U 
may now avail himself of the $4,000 exemption to 
each beneficiary and also the maximum general allow- 
ance of $40,000. This transfer, of course, creates a 
situation in the estate of each of the transferees, but 
we shall not need to follow that through for the pur- 
pose of serving our illustration. 

If Mr. U should transfer this insurance to his wife 
as the absolute owner with the reversionary interest 
to himself in the event she should predecease him, 
then as you know, according to T. D. 5010 of Septem- 
ber 19, 1940, and also as provided in the Hallock case * 
decided by the United States Supreme Court, Janu- 
ary 29, 1940, the insurance will still be taxable in the 
estate of the donor. 

We have discussed what actually constitutes a transfer 
of property classed as life insurance and annuities to 
a donee. In the matter of establishing a value for 





643 BTA 147. 

7 289 U. S. 670, 53 S. Ct. 761, 3 ustc J 1108. 

8 Helvering v. Hallock et al., 309 U. S. 106, 60 S. Ct. 444, 40-1 ustc 
9208, 
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the property transferred when the property involved 
is life insurance or annuities, there are two theories 
represented by the fully paid life policy and the annual 
premium life policy. The fully paid life contract is 
recognized as being valued at the cost of a single 
premium life policy purchased as of the date of the 
transfer. This is borne out by three cases decided by 
the United States Supreme Court at the October, 
1940 term. The cases involved Florence Guggenheim 
v. U. S. Collector of Internal Revenue for the First Dis- 
trict of New York;® (2) United States v. Joseph T. 
Ryerson and Edward L. Ryerson, Jr., Exrs., Estate of 
Mary M. Ryerson; and (3) Madeleine D. Powers v. 
Commissioner of Internal Revenue.t The decision in 
all three cases was to the effect that the cost of the 
policies to the donor, and not their cash surrender 
value, was the true measure of the value transferred. 

An annual premium life policy is valued in accord- 
ance with the adjusted cash equity at the time of transfer 
plus the value of premiums then paid in advance. 


Where a donor purchases from a life insurance com- 
pany for the benefit of another a single premium 
annuity contract, the value of the gift is the cost of 
the contract. 

The Gift Tax Law and Regulations both appear to 
be silent on the question of joint life and survivor 
annuities, and the Commissioner of Internal Revenue 
and the Board of Tax Appeals do not seem to be in 
accord on the right of the Commissioner to collect a 
tax from the estate of a decedent who had purchased 
joint life and survivor annuity policies during his or 
her lifetime. On April 11, 1940, the case of Clise * 
came before the Board of Tax Appeals and the Board 
then decided that the value of the survivorship in- 
terest in certain annuities purchased by the decedent 
for the benefit of herself and one of her children 
should not be included in the gross estate of the 
decedent, holding that the purchase of the policies 
did not involve a transfer to take effect in possession 
or enjoyment at or after death. The Board said that 
joint and survivor annuity contracts have never been 
brought by statute within the gross estate, and cited 
the case of Johnson v. Commissioner.8 The Commis- 
sioner based his contention upon the joint resolution 
of March 3, 1931, which amended the estate tax law 
to provide that transfers should be subject to estate 
tax where the transferor reserved the income for life. 

I want to remind you that all transfers made prior 
to death are to be subject to review in the light of 
transfers made in contemplation of death. Notwith- 
standing this fact, however, there is a cost to an estate 





® 28 Fed. Supp. 322, 39-2 ustc 7 9606. 
114 Fed. (2d) 150, 40-2 ustc § 9576, 
1140-2 ustc { 9591. 

241 BTA 820. 

14310 BTA 411. 
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owner for doing nothing. Perhaps you already realize, 
from your experience, that, even where it is necessary 
to pay a gift tax to build certain protective fences 
around an estate, that such tax is very much less than 
the ultimate cost of inheritance and estate taxes. 

Mr. Morton Winslow, CPA, in his book, Minimizing 
Death Taxes,‘** says: 
“The gift is an effective instrument in plans for the conserva- 
tion of estates. In fact, it may be said that after the limita- 
tions of general and specific exemptions are reached, our 
solutions of problems of conservation of estates from indirect 
shrinkage are found in the gift in one form or another. The 
gift, therefore, may be called the gateway to conservation.” 

I would be remiss in my job of working with you 
in the analysis of the gift tax law and its application 
to the avoidance of shrinkage in estates, if I did not 
caution you against reaching an immediate conclusion 
that a man owning property will best serve the needs 
of his particular family by immediately transferring 
to them their proportionate shares of his estate. There 
are other factors to be considered, such as the work- 
ing of compound interest upon the amount of the gilt 
tax paid at the time of a transfer and its relation to 
the life expectancy of the donor. Of course, this 
element of interest accumulation will be offset by the 
advanced age of a donor, but there one comes more 
nearly face to face with the provision applicable to 
gifts made in contemplation of death. 


You might well expect me to consider with you 
how much normal gift tax rates should be weighted 
in order to take into consideration the compound in- 
terest factor, and also the years of life expectancy 
which I have mentioned. For instance, take a man 
with a life expectancy of 20 years with a gift tax rate 
of 15% on the top amount of his gifts made or con- 
templated to be made, and assuming a compound 
interest factor of 314%, the actual gift tax rate to be 
paid by such a donor would not be 15% but 29.8°. 
On the other hand, Mr. Winslow cites this case: 
“Suppose gifts totaling $500,000 are contemplated from an 
estate of $3,500,000 by a person having a life expectancy of 
ten years. If the maximum effective gift tax is 17144%, then 
the true cost of the gift eventually will probably be 24.3% 
of the gift amount. Since the removal of the gift plus the 


tax necessary to be paid saves about 46% death tax, the 
economy of the gift is apparent.” 


Conclusion 


In conclusion, I should like to give my opinion to 
the effect that after we have exercised our privilege 
as good life underwriters by showing clients how to 
take advantage of the opportunities the gift and other 
tax laws permit, we should make sure that the bills du: 
at death are fully covered by life insurance. Through 
this method the “death duties” so-called may be 
amortized annually. [Turn to page 371] 





3a Chicago: Commerce Clearing House, Inc., 1939 (3d. Ed.). 
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CORPORATE EARNINGS and PROFITS 


Under the Second Revenue Act of 1940 


HE POPULAR conception of the Second Rev- 
enue Act of 1940 characterizes it as a law which 
increases the normal corporate tax rate to 24% 

and imposes an excess-profits tax. Some of its pro- 
visions, however, go much further. By amending 
existing sections of the Internal Revenue Code and 
prior tax laws they have a far reaching effect, the full 
extent of which may be overlooked without some 
examination of their legislative history and a con- 
sideration of the reasons behind their enactment. 

Several such amendments are found in Section 501 
of Title V which amends Section 115 of the Internal 
Revenue Code and corresponding sections of prior 
acts.t Section 501, which lays down certain rules for 
determining corporate “earnings and profits” probably 
affects a larger group of taxpayers than any other 
part of this complicated act. 

The term “earnings and profits” should not be con- 
fused with “net income.” In fact the section was 
enacted with a view of eliminating some of the con- 
fusion which existed because one computation is neces- 
sary to determine “net income” and another to determine 
“earnings and profits.” 


The section operates in a peculiar manner. Many 
of its provisions lay down rules for determining the 
“earnings and profits” of a corporation for the ultimate 
purpose of arriving at the tax effect, upon its stock- 
holders, of distributions made by the corporation whose 
“earnings and profits” are subjected to the rules. 


The ultimate operation of the section may be out- 
lined as follows: 


l. As to time, it applies to present and future tax years and, 
with certain limited exceptions, seems to apply to all past tax 
years which are not barred by the statute of limitations or 
“closing agreements.” 

2. In the case of individuals and other non-corporate tax- 
payers the provisions of the section may be material in com- 
puting “net income” in any case where a corporate distribution 
has been received. 


In the case of corporate taxpayers which have received 
distributions from other corporations, its provisions affect 
the computation of “normal tax net income,” “excess-profits 
tax net income,” “base period excess profits net income,” and 


“It is suggested that the provisions of Sec. 501 (a) (found in this 
article as footnote *) be given some study before this article is read. 

** Attorney at Law, New York City. 

‘Sec. 501 (a) adds two new subsections (1) and (m) to Sec. 115, 
I. R. C., and Sec. 501 (c) gives retroactive effect to the provisions of 
the new subsections. 


By EWING EVERETT** 
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(whether or not such distributions have been received) will 
be material in computing their own “earnings and profits” 
for the purposes of determining “equity invested capital.” 
They may also be important in determining the corporate “‘net 
income” upon which the “old” excess profits tax (now called 
“declared value excess profits tax’’)’ is based. 


4. The new section apparently has a bearing on the meaning 
and amount of corporate “earnings and profits” wherever 
that term is used in the I. R. C. and may have an unexpected 
effect upon other sections of the law, for example, Section 102, 
dealing with surtax on corporations improperly accumulating 
surpluses.’ 


5. It may operate to re-classify corporate distributions made 
many years past where such distributions are material in 
computing tax liability of the recipient for tax years which 
are open. 


6. It will probably settle many moot questions on which the 
Commissioner and the courts have disagreed and on the other 
hand will very likely create a new group of problems for the 
courts to consider. 


Scope of the Section 


In language the section relates to— 


1. gain or loss realized from the sale or other disposition 
(after February 28, 1913) of property by a corporation, and 


2. distributions received (after February 28, 1913) by one 

corporation from another. 
It prescribes the manner in which such gain or loss 
and such distributions shall be taken into considera- 
tion in computing the “earnings and profits” of the 
corporation which realizes the gain or loss or which 
receives distributions from another company. 

The provisions do not relate to the computation of 
the “net income” of the corporation whose “earnings 
and profits” are being computed and in the ordinary 
case (except for excess profits tax * purposes) do not 
affect the tax liability of the corporation to whose 
earnings the rules are applied. The rules of Section 
501 only state how the “earnings and profits” of one 
corporation are to be determined. Other parts of the 
I. R. C. (in particular other subsections of Section 
115) state how such “earnings and profits” when dis- 
tributed, affect the “net income” of the distributee. 





2 Sec. 600, I. R. C. as amended by Sec. 506, Second Revenue Act 
of 1940. 

3 See Reg. 103, Sec. 19.102-1-2 and -3. 

*See Sec. 718, Second Revenue Act of 1940.—In the case of ‘‘de- 
clared value excess profits tax’’ the section would not seem to apply 
in determining the ‘‘adjusted declared value’’ of the capital stock of 
the taxpayer. See Secs. 600 and 1202, I. R. C. The adjustments to 
‘net income’ required by Sec. 501 in computing ‘‘earnings and 
profits’? bear some similarity to the adjustments in Sec. 1202 (b) for 
computing ‘‘adjusted declared value.’’ But the two sections do 
not appear to be interrelated in their operation and effect. 
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The new section is, therefore, most material in its 
ultimate effect upon the computation of the “normal- 
tax net income” of any corporation which receives or 
in the past has received distributions from another. 
In like manner it is applicable to the determination 
of the “net income” of individuals and other non- 
corporate taxpayers. 

Section 501 is not part of the “excess-profits tax” 
provisions (Title II) of the Act. It amends the basic 
provisions of the I. R. C. and prior Revenue Acts. 
But since the adjustments required by the section 
affect “normal-tax net income” of distributee corpora- 
tions, they also affect corporate “excess-profits net 
income” under Section 711° because “excess-profits 
net income” is arrived at by making certain adjust- 
ments to “normal-tax net income.” 

“Equity invested capital,” under Section 718 in- 
cludes “accumulated earnings and profits’ ® at the 
beginning of the taxable year and several other factors 
defined in terms of ‘earnings and profits” of the taxable 
year and of prior years.’ Consequently Section 501 has 
an immediate and direct bearing upon the computation 
of invested capital for excess-profits tax purposes. 


Reasons for Its Enactment 


The reasons for the amendments in Section 501 are 
found in the fact that corporate statutory “net in- 
come” and “earnings and profits” are by no means 
synonymous. Both terms are used in the Revenue 
Acts but for different purposes. While interrelated 
and overlapping they mean different things. In the 
case of corporations the normal income tax is levied 
on “normal-tax net income,” as defined in Section 
13(a)(2) of the Code.4 While no tax is levied on 
“earnings and profits,” the “earnings and profits” of 
a corporation when distributed, have many varying 
effects upon the tax liability of the distributee. 

The classification of such distributions is covered 
by existing subsections of Section 115.° The extent 
to which such distributions enter into the computa- 
tion of the “net income” of an individual or of the 
“normal-tax net income” of a corporate taxpayer 
depends in many instances upon whether the distribu- 
tion is from “earnings or profits” of the distributor or 
from capital; frequently it becomes important to decide 
whether a distribution is from earnings and profits 
accumulated during a specified period of time or dur- 





5 Second Revenue Act of 1940, Title II, Sec. 711 (a). Note also that 
base period ‘‘excess-profits net income’’ under Sec. 711 (b) is predi- 
cated on ‘‘normal-tax net income’’ of the base period years after 
specified adjustments. 

® Second Revenue Act of 1940, Sec. 718 (a) (4). 


™Second Revenue Act of 1940, Sec. 718 (a) (3), (b) (1), (b) (2), 
(b) (3), (ce) (1), (ce) (2) and (c) (3). 


8 ‘‘Normal-tax net income’’ is merely ‘‘net income’’ as defined in 
Section 21 (a), minus certain credits. ‘‘Net income’’ is a statutory 


term meaning gross income (as defined in Section 22) less the deduc- 
tions allowed in Section 23. 


® See Section 115, subsections (a) to (g) inclusive, I. R. C. 
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ing a particular tax year. For example, the definition 
of a “dividend” in Section 115(a) requires a deter- 
mination whether the distribution was made— 


1. Out of the corporation’s earnings or profits accumulated 
after February 28, 1913, or 


2. Out of the earnings or profits of the taxable year, or 


3. From some other source.” 


Section 115(b) provides that “earnings or profits” 
accumulated, or increase in value of property accrued, 
before March 1, 1913, may under certain conditions 
“be distributed exempt from tax.” Section 115(d) 
and (g)'! also require computations based on “earn- 
ings and profits.” 

Prior to the present amendment about the only 
statutory guide for computing “earnings and profits” 
was found in Section 115(h) of the I. R. C. This 
subsection, however, related only to the effect, on the 
“earnings and profits” of the distributor, of a given 
distribution, and covered a situation where the character 
of a subsequent distribution depended on the nature 
of the one mentioned in the subsection. Section 115(h) 
only straightened out one kink in a very twisted sub- 
ject. Numerous uncertainties remained and particu- 
larly the problem as to how far judicial and statutory 
rules for computing “net income” should affect and 
modify accounting principles for determining “earnings 
and profits” in those cases where a variance existed. 

Of the many differences between “net income” and 
“earnings and profits” those most frequently observed 
were occasioned by— 

1. The use of March 1, 1913 value in the computation of 


“net income.” This value would not be a factor in computing 
“earnings or profits” under good accounting principles. 


2. The “non-recognition” of gains and losses under Section 
112 of the Code (and corresponding sections of prior laws) 
relating to certain exchanges and corporate reorganizations. 
Here such gains and losses would be postponed or accorded 
only partial ‘‘recognition” for tax purposes but would be 
taken into account in determining “earnings and profits” in 
an accounting sense. 


3. The provisions of Section 113 of the Code requiring the 
use as a “basis” in computing “net income” of the cost or 
other basis of the property in the hands of some other tax- 
payer. Accounting principles would use the taxpayer’s cost. 





1” For application of these rules see Reg. 103, Section 19.115, para- 
graphs 1 to 4, inclusive, and examples there set forth. 


11 “See. 115.—Distributions by Corporations :— 


ok * a 


““(d) Other Distributions from Capital.—If any distribution made 
by a corporation to its shareholders is not out of increase in value of 
property accrued before March 1, 1913, and is not a dividend, then 
the amount of such distribution shall be applied against and reduce 
the adjusted basis of the stock provided in Sec. 113, and if in excess 
of such basis, such excess shall be taxable in the same manner as a 
gain from the sale or exchange of property. This subsection shall 
not apply to a distribution in partial or complete liquidation or to a 
distribution which, under subsection (f) (1), is not treated as a 
dividend, whether or not otherwise a dividend. 

+ * + 


“‘(g) Redemption of Stock.—If a corporation cancels or redeems 
its stock (whether or not such stock was issued as a stock dividend) 
at such time and in such manner as to make the distribution and 
cancellation or redemption in whole or in part essentially equivalent 
to the distribution of a taxable dividend, the amount so distributed 
in redemption or cancellation of the stock, to the extent that it 
represents a distribution of earnings or profits accumulated after 
February 28, 1913, shall be treated as a taxable dividend.”’ 
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The Report of the Subcommittee of the Committee 
on Ways and Means merely mentioned one of these 
discrepancies, stating that Chapter I of the I. R. C. 
should be clarified :— 

“In order that the unrecognized gain or loss upon the sale 


or exchange of property by a corporation may not be reflected 
in its earnings and profits account.” ” 


As the Section was finally enacted it goes much beyond 
this stated purpose. It covers the following factors: 
1. “Basis” for determining gain or loss. 
2. “Adjustments” to “basis.” 
3. “Recognized” gain or loss. 
4. Receipt by one corporation of “tax-free” distributions 


from another corporation. 

It states how these factors affect “earnings and profits” 
and provides that for some purposes a single factor 
will have one effect upon “earnings and profits” and 
for other purposes will have a different effect. 


Basic Significance of Earnings and 
Profits for Tax Purposes 


secause of the highly technical and complex nature 
of the subject matter, the language of Section 501 is 
dificult to understand without some examination of 
its legislative history. But before following the Bill 
through its successive drafts it may be helpful to 
review some of the peculiarities of the term “income” 
(when used in a tax sense) with which the legislative 
draftsmen had to cope. 

As previously pointed out the tax effect of a given 
corporate distribution may depend upon the source 
from which the distribution is made. A distribution 
may be from— 


1. the earnings and profits of a particular year, 


2. from those of a designated period (earnings and profits 


accumulated after February 28, 1913 or earnings and profits 
accumulated prior to March 1, 1913), 


3. from the appreciation in property values accrued prior 
to March 1, 1913 and realized by subsequent sale, 


4. from the capital of the corporation or 


5. from unrealized appreciation in property values—(a) 
accruing before March 1, 1913, or (b) accruing after Febru- 
ary 28, 1913. 


Special rules are necessary for determining the tax 
effect of a particular corporate distribution. These 
rules, for example, must be used in computing the 
“net income” of the distributee. 

In situations where it is not necessary to determine 
the source of a given distribution but only to compute 
the total accumulated earnings of a company “earn- 


es 


” Report of the Subcommittee of the Committee on Ways and 
Means of the House of Representatives, 76th Congress, 3rd Session, 
Pp. 12. The general purpose of the section was stated in the Ways 
and Means Report as follows :— 


“The purpose of this amendment is to clarify the law with respect 
to what constitutes earnings and profits of a corporation. This is 
important not only for the purpose of determining whether distribu- 
tions are taxable dividends but also in determining equity invested 
Capital for excess-profits tax purposes.’’ Report of The Committee 


on Ways and Means, 76th Congress, 3d Session, Report No. 2894, 
Pp. 41, 
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ings and profits” take on a different aspect and other 
rules apply. The excess-profits tax and the necessity 
of computing invested capital in terms of total “accumu- 
lated” earnings and profits, contemplates a computa- 
tion which brings into operation tax theories and 
concepts differing from those which apply in deter- 
mining the source of a particular corporate distribu- 
tion and its tax effect on the “net income” of the 
distributee. This results in the anomalous situation 
that “earnings and profits accumulated after February 
28, 1913” (in a tax sense) plus “earnings and profits 
accumulated prior to March 1, 1913” does not always 
equal “total accumulated earnings and profits” (in an 
accounting sense). The reason is that when we com- 
pute the earnings and profits for the period after 
February 28, 1913, the March 1, 1913 date is most 
important, but when that period is merely one factor 
in determining total “earnings and profits” March 1, 
1913 values lose their significance. 

The difficulties of interpreting and applying Sec- 
tion 501 are attributable to the fact that this section 
attempts to prescribe two sets of rules, one of which 
is used in determining “earnings and profits” for one 
purpose and the other of which is used in determining 
“earnings and profits” for other purposes.** But in 
neither instance does Section 501 “go the whole hog.” 
It retains some accounting principles and some tax 
principles in both cases, merely shifting the emphasis 
back and forth so the result is neither fish nor fowl. 


The fact that earnings and profits for a designated 
year or period (as for example, the period after 
February 28, 1913) must be figured one way when 
the period of accumulation is significant for tax pur- 
poses and another way when the period of accumula- 
tion is without importance, plus the further fact that 
appreciation in values accrued prior to March 1, 1913 
(realized thereafter by sale, etc.) is an overlapping 
item, originating in one period and terminating in 
another, creates a difficult problem in tax theories. 
To understand why the different rules are applied, it 
is necessary to examine some of the basic tax charac- 
teristics and peculiarities of “tax income’”—those which 
existed before Section 501 was enacted and which it 
now attempts to codify. 


When property acquired before March 1, 1913, ap- 
preciates in value and is sold thereafter at a figure in 
excess of its value on March 1, 1913, “income” for 
tax purposes is limited to the excess of sales price 
over March 1,.1913 value. The balance (excess of 
March 1, 1913 value over cost) of the actual gain is 
referred to in the Internal Revenue Code as “increase 
in value of property accrued before March 1, 1913.” * 





13 Compare the language in Subsection (1) (1) with that of (1) (2). 
We refer to Subsection (1) which is added to Section 115 of the Code 
by Section 501 of the Second Revenue Act of 1940. 

14 See Sec. 115 (b), I. R. C. 
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This increase in value between date of purchase and 
March 1, 1913, (“accrued appreciation”) * though 
“realized” by a sale taking place after February 28, 
1913, “accrued” before the Sixteenth Amendment be- 
came effective. This “true accrued appreciation” is 
not “income” for tax purposes, and is not part of the 
“net income” of the seller-taxpayer even though 
the property was sold after the effective date of the 
Amendment. 

If such “true accrued appreciation” is not “income” 
to the seller-corporation it retains its “tax-free” charac- 
teristic when later distributed as a dividend to a 
stockholder-distributee.’® Corporations declare and 
pay dividends out of “earnings and profits” computed 
according to sound accounting principles. But a divi- 
dend in the accounting sense may include the full 
amount of the true gain or profit from such a sale. 
The tax law takes care of this situation by providing 
that for tax purposes a “dividend” shall mean only a 
distribution “out of earnings or profits accumulated 
after February 28, 1913” (with special computation 
required for earnings of the current taxable year). 
See Section 115(a). It further provides that after 
earnings and profits accumulated after February 28, 
1913, have been distributed, appreciation in property 
values which accrued before March 1, 1913 (when 
realized by subsequent sale) “may be distributed 
exempt from tax.” See Section 115(b). It will be 
noted that Section 115(a) and (b) incorporate into the 
statute provisions which tie in corporate distributions 
with the “earnings and profits” of the corporation and 
that “earnings and profits” for this purpose bear a 
close relation to “tax income” or “net income” as 
defined by the decisions of the Supreme Court. There- 
fore, the terms “earnings or profits accumulated after 
February 28, 1913,” “earnings or profits of the taxable 
year” and “increase in value of property accrued before 
March 1, 1913” have special tax significances. 

In those instances where the source or character of 
a corporate distribution must be determined (as for 
example, under Section 115(a) or (b)), Section 501 
attempts to codify the case law relating to “tax in- 
come” and “tax loss” in such a manner that gains and 
losses " realized after February 28, 1913, and apprecia- 
tion accruing prior to March 1, 1913 (when realized 
by subsequent sale, etc.) will be taken into the com- 
putation of “earnings and profits” of the corporation 





% Where this ‘‘accrued appreciation’’ is actually ‘‘realized’’ by 
subsequent sale we will refer to it as ‘‘true appreciation’’; when 
the value of the property diminished between March 1, 1913 and 
date of sale we will refer to the excess of March 1, 1913 value over 
cost as the ‘‘apparent appreciation.”’ 


1% The distribution is applied against and reduces the ‘‘basis’’ of 
the stock on which the distribution is made. This increases the gain 
when the stock is later sold. See I. R. C. Sec. 115 (b). 


17In speaking of ‘‘gains’’ and ‘‘losses’’ the terms are limited to 
those derived from sale or other disposition of property. Other 
items of income and deductions, such as, tax exempt interest or 
expense deductions fall into a different category. 
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in much the same manner as they were reflected in 
the “net income” of the corporation. (Among the 
exceptions to this rule is the rule of “proper adjust- 
ments” to “basis” discussed later under that heading.) 

However, a computation of “earnings and profits” 
for certain other tax purposes (as for determining 
“equity invested capital” under Section 718(a) (4) of 
the Second Revenue Act of 1940) is not primarily 
concerned with the tax effect upon a stockholder of a 
corporate distribution. It contemplates a situation 
where the emphasis is upon the total actual earnings 
and profits of the corporation. In this type of situa- 
tion, Section 501 drops some of the peculiarities 1° im- 
pressed upon “earnings and profits” by Constitutional 
and statutory considerations. 

Where March 1, 1913 value exceeds cost and sales 
price exceeds March 1, 1913 value, total accumulated 
earnings and profits in an accounting sense may be 
determined by adding three factors :— 


1. Earnings and profits accumulated and realized before 
March 1, 1913. 


2. Earnings and profits accumulated after February 28, 
1913 (as determined for income tax purposes), and 


3. Appreciation accruing prior to March 1, 1913 (and sub- 
sequently realized by sale, etc.). 


The first factor being based on “closed transactions” 
before March 1, 1913 would not ordinarily involve the 
“tax” concept of “income” (where cost is the “basis’’) 
and will not be discussed here. The two other factors 
may be discussed in terms of three simple examples: *° 


Example 17° 


Cost March 1, 1913 Value Sales Price 
$8.00 $10.00 $12.00 


In the foregoing situation $2.00 ($10 — $8) repre- 
sents “increase in value of property accrued, before 
March 1, 1913” and $2 ($12 — $10) represents “earn- 
ings and profits accumulated after February 28, 1913.” * 





18 It eliminates March 1, 1913 value as a factor, retains the statu- 
tory ‘‘basis’’ (except for March 1, 1913 value) and computes the 
“‘adjustment”’ to basis under a part tax, part accounting method. 

19 Most of the examples given in this article appear and are dis- 
cussed in the Reports of the Committees (supra) or in the Con- 
ference Report, House of Representatives, 76th Congress, 3d Session, 
Report No. 3002. 

20 In each example it is assumed that non-depreciable property was 
acquired by purchase for cash so that the ‘‘adjusted basis’’ (disre- 
garding March 1, 1913 value) is ‘‘cost.’’ 

*1 If this latter class of earnings is later distributed by the corpo- 
ration a sub-analysis is frequently necessary to determine whether 
such a distribution in the hands of the distributee should be taxed 
to him as a ‘“‘dividend’’ or enters into his income as a gain or loss 
to be computed by reference to the ‘‘basis’’ in the hands of the 
distributee of the stock in respect of which the distribution is made. 
For example, in the case of an ordinary distribution out of earnings 
accumulated after February 28, 1913, where the distributee continues 
as a stockholder with no change in his stock interests, such a dis- 
tribution will ordinarily be characterized as a ‘‘dividend’’ (Sec. 
115 (a), I. R. C.). On the other hand a distribution in complete 
liquidation of a corporation even though a part thereof represents 
such earnings and profits of the distributing company may not con- 
stitute taxable income to a particular distributee because as to him 
it merely represents a return of his capital investment in the stock. 
If such a distribution is not taxable to a given distributee it is not 
because of the source of the corporate earnings from which dis- 
tributed. It is because the distributee’s ‘‘basis’’ equalled or ex- 
ceeded the distribution. The use of ‘‘basis’’ in figuring ‘‘net 
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If we are interested in determining earnings and profits 
accumulated after February 28, 1913, the March 1, 
1913 value is merely subtracted from sales price. If 
we are interested in determining appreciation accrued 
prior to March 1, 1913 (realized by subsequent sale), 
cost is subtracted from March 1, 1913 value. If we 
are interested in determining total accumulated earn- 
ings and profits without regard to any particular period 
of accumulation we merely add the two foregoing 
factors ($2 plus $2 equals $4, plus, of course, those 
earnings and profits ** realized by sale, etc., before 
March 1, 1913). The sum of this addition is merely 
the net difference between cost and ultimate sales 
price ($12 — $8 = $4). 

However, the situation is not so simple where the 
sales price is less than March 1, 1913 value. While 
constitutional considerations characterize as “income” 
only excess of sales price over March 1, 1913 value, 
the Supreme Court held ** at an early date that where 
a loss is involved and a deduction is claimed, the 
Sixteenth Amendment does not require that the full 
difference between March 1, 1913 value and sales 
price be allowed. Ina case of this character Congress 
may and has limited the deduction. The amount may 
be determined with reference to actual cost of the 
property.2* For example assume these facts: 


Example 2 
Cost March 1, 1913 Value Sales Price 
$10.00 $12.00 $8.00 


Here in determining the loss to be deducted in com- 
puting “net income” of the corporation (under Sec- 
tion 113, I. R. C.) the amount would be limited to 
$2 ($10 — $8). $2 is deducted in computing earnings 
or profits accumulated after February 28, 1913. There 
is no “true appreciation” which accrued before March 
1, 1913 because the “apparent appreciation” was never 
“realized.” So there is no “accrued appreciation” 
which may subsequently be distributed “tax free.” In 
the net there is an “actual” loss of $2 and this figure 


income’ should not be confused with the use of ‘‘basis’’ in com- 
puting ‘‘earnings and profits.’”” Sec. 501 is not concerned with 
“basis’’ for computing ‘‘net income’’ of a distributee. If the dis- 
tribution is not taxable because ‘‘basis’’ equals or exceeds a dis- 
tribution in liquidation this comes about through operation of the 
“basis’’ provisions in Sec. 113, I. R. C. and not by the operation of 
Sec. 501. But if the tax effect to the distributee depends on whether 
the distribution is a ‘‘dividend’’ or from capital (of the distributor) 
or from appreciation accrued prior to March 1, 1913, etc., Sec. 501 
plays an important part in providing the tax answer. 

* Here we are assuming there were no earnings and profits in 
this class. 

30. 8. v. Flannery (1925) 268 U. S. 98, 45 S. Ct. 240; Ludington 
v. McCaughn (1925) 268 U. S. 106, 45 S. Ct. 423. 


** Statutory ‘‘basis’’ for determining gain (as limited by Supreme 
Court decisions) has always been cost, etc. or March 1, 1913 value, 
whichever is higher. ‘‘Basis’’ for determining loss has varied from 
time to time. Compare Sec. 113 (a) (14), I. R. C. with Sec. 113 (a) 
(13), Revenue Act of 1932. The ‘‘basis’’ for determining gain under 
the present law is cost or March 1, 1913 value, whichever is higher. 
The “‘basis’’ for determining loss is cost. If the sales price is more 
than cost, but less than March 1, 1913 value, neither gain nor loss 
results for ‘‘net income’’ purposes. 
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should be used in computing total accumulated earn- 
ings and profits. 

In a third situation where the sales price falls in 
between cost and March 1, 1913 value no gain or loss 
results in computing “net income.” 


Example 3 
Cost March 1, 1913 Value Sales Price 
$8.00 $12.00 $10.00 


Constitutional rules do not require that the dif- 
ference between March 1, 1913 value and sales price 
($2) be allowed as a deduction. On the other hand 
they do not require that the actual gain of $2 com- 
puted with reference to cost and sales price be regarded 
as “income” in computing the gains and losses of the 
corporation for income tax purposes. The reason for 
this is that while the gain was “realized” after February 
28, 1913, it “accrued” before March 1, 1913. Basically, 
therefore, it is not “income” for tax purposes. No 
loss or deduction is allowed because there was no real 
or “actual” loss to the company. As a result neither 
gain nor loss is used in computing the “net income” of 
the corporation on account of the sale. 


In Example No. 3 above, it will be seen that if “tax 
income” principles are applied and if “earnings or 
profits” accumulated after February 28, 1913 are com- 
puted in the same manner that gain or loss is com- 
puted in determining the “net income” of the corporation, 
this sale will not affect “earnings and profits” accumu- 
lated after February 28, 1913. On the other hand if 
we are interested in determining total accumulated 
earnings and profits it is obvious that the corporation 
has realized a net gain from the transaction of $2 
($10 — $8). This $2 actual gain must be worked into 
total “earnings and profits.” 


In Example No. 3, for the period prior to March 
1, 1913 there was an “apparent appreciation” of $4 
($12—$8). Of this “apparent appreciation” $2 subse- 
quently disappeared by a decline in value after Feb- 
ruary 28, 1913 so that the company finally sold the 
property for only $10. 

If we start with— 


1. Appreciation in value which had apparently accrued on 
March 1, 1913, and 


2. Earnings and profits accumulated after February 28, 


1913 (as used in a tax sense). 
and attempt to work out total accumulated earnings 
and profits (in an accounting sense) by adding these 
two factors, we would reach the following wrong 
result :— 
1. “Apparent” accrued appreciation $4.00 (March 1, 1913 
value less cost) 


2. Earnings and profits accumulated 


after February 28, 1913 $ 0 (no-gain, no- 


loss rule) 





Total ; $4.00 
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However, $4 does not represent true “earnings and 
profits” for the total period. The error is due to the 
fact that the amount of the appreciation which appar- 
ently “accrued” prior to March 1, 1913 failed to mate- 
rialize on sale. It was never realized. Only $2 of that 
appreciation was actually converted into profit. 

We have seen that in Example No. 3 the sale should 
have no effect on “earnings and profits” accumulated 
after February 28, 1913;% it should add $2 to total 
accumulated earnings and profits. The next problem 
would be to determine the effect of the sale in arriv- 
ing at “value of property accrued before March 1, 
1913” which Section 115(a) says may be distributed 
“tax-free” (after earnings and profits accumulated 
after February 28, 1913 have been distributed). Our 
sale produced no earnings in the latter class, so our 
“accrued” appreciation may be distributed by the 
corporation to its stockholders without subjecting 
them to any tax. But what should be the amount of 
the tax-free distribution? The difference between 
cost and March 1, 1913 value is $4; the difference be- 
tween cost and sales price is $2 and this $2 was 
“realized” by sale after March 1, 1913. 

Section 501 requires that the “apparent apprecia- 
tion” of $4 first be applied against the depreciation 
(after February 28, 1913) of $2. This eliminates the 
depreciation so that in determining earnings accumu- 
lated after February 28, 1913 neither gain nor loss 
enters into the computation. The “apparent appre- 
ciation” of $4, however, cannot be used to produce 
income for the period after February 28, 1913 so there 
is $2 left over after $2 of the $4 has been used to 
eliminate subsequently accruing depreciation. This 
excess is not “income” in the latter period because the 
corporation for income tax purposes has neither gain 
nor loss accumulated during the latter period. The 
alternative, therefore, is to throw it back into the 
period before March 1, 1913. This $2 excess remains 
as the “true appreciation” accrued prior to March 1, 
1913 and realized by sale thereafter. After “earnings 
and profits” accumulated after February 28, 1913 (in 
the above example there would be none) have been 
distributed by the corporation, then such “true appre- 
ciation” may be distributed tax-free to the stock- 
holder-distributee. 

From the foregoing it is obvious that the term 
“increase in value of property accrued prior to March 
1, 1913”,? may in some instances merely represent the 
excess of March 1, 1913 value over cost. In some cases 
no part of such excess should be included in “accrued 
appreciation”. In other instances, the amount to be 
taken into consideration should be ascertained by 
reference to the three factors of (1) cost, (2) March 





> Following the ‘‘basis’’ provisions in the I. R. C. 
*6 As used in Section 115 (b) and (d), I. R. C., for example. 
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1, 1913 value, and (3) ultimate sales price. The for- 
mulae finally prescribed by Section 501 attempt to 
cover all of the foregoing situations. 


Legislative History of Section 501 


The complexities of Section 501 as finally enacted 
are attributable to the fact that only by a complicated 
set of formulae and rules was it possible to bring 
about the desired results where March 1, 1913 value 
is involved and where earnings for different periods 
and for different tax purposes must be computed in 
the light of varying concepts of “income”. 

The provisions of Section 501 first appeared as Sec- 
tion 401 of Title IV of the House Bill of August 27, 
1940.77 Section 401(a) amended the Code by adding 
to Section 115 a new subsection designated as (1). 
Compare with Section 501(a) of the Final Act.*® 


7-H. R. 10413, 76th Congress, 3d Session. 
28 Title IV—Amendments to Internal Revenue Code—Section 401. 
Earnings and Profits of Corporations :— 


(a) Under Internal Revenue Code.—Section 115 of the Internal 
Revenue Code is amended by inserting at the end thereof the fol- 
lowing new subsection: 

(1) Effect on Earnings and Profits of Recognition of Gain or Loss 
and of Receipt of Tax-Free Distributions.—Gain or loss from the 
sale or other disposition (after February 28, 1913) of property by a 
corporation shall increase or decrease its earnings and profits (for 
any period beginning after February 28, 1913) to, but not beyond, 
the extent to which such gain or loss was (under the law applicable 
to the year in which such sale or disposition was made) recognized 
in computing net income, or (in the case of loss) would have been 
so recognized under such law if under such law the basis (including 
a substituted basis) for determining the loss had been the fair 
market value on March 1, 1913, if higher than a basis otherwise 
determined. Where in determining the adjusted basis used in com- 
puting such recognized gain or loss, the adjustment to the basis 
(or, in the case of loss, the fair market value on March 1, 1913, if 
such value is higher than the basis) is different from the adjustment 
to such basis proper for the purpose of determining earnings and 
profits, then the latter adjustment shall be used in determining the 
increase or decrease above provided. Where a corporation receives 
(after February 28, 1913) a distribution from a second corporation 
which (under the law applicable to the year in which the distribu- 
tion was made) was not a taxable dividend to the shareholders of 
the second corporation, the amount of such distribution shall not 
jicrease the earnings and profits (for any period beginning after 
February 28, 1913) of the first corporation in the following cases: 

**(1) No such increase shall be made in respect of the part of such 
distribution which (under such law) is directly applied in reduction 
of the basis of the stock in respect of which the distribution was 
made. 

‘*(2) No such increase shall be made if (under such law) the 
distribution causes the basis of the stock in respect of which the 
distribution was made to be allocated between such stock and the 
property received. 

‘“‘Nothing in this subsection shall affect the extent to which ac- 
cumulated earnings and profits are increased by reason of increase 
in value of property accrued before March 1, 1913.... 

(b) Effectwe Date of Amendment.—The amendment made by sub- 
section (a) shall be applicable to taxable years beginning after 
December 31, 1938. 

(c) Under Prior Acts.—The following rules shall be applied, .. .” 

2% SEC. 501. EARNINGS AND PROFITS OF CORPORATIONS :— 

‘‘(a) Under Internal Revenue Code.—Section 115 of the Internal 
Revenue Code is amended by inserting at the end thereof the fol- 
lowing new subsections: 


“(1) Effect on Earnings and Profits of Gain or Loss and of Receipt 
of Tax-Free Distributions.—The gain or loss realized from the sale 
or other disposition (after February 28, 1913) of property by 4a 
corporation— 

“*(1) for the purpose of the computation of earnings and profits 
of the corporation, shall be determined, except as provided in para- 
graph (2), by using as the adjusted basis the adjusted basis (under 
the law applicable to the year in which the sale or other disposition 
was made) for determining gain, except that no regard shall be 
had to the value of the property as of March 1, 1913; but 

‘(2) for the purpose of the computation of earnings and profits 
of the corporation for any period beginning after February 28, 1913. 
shall be determined by using as the adjusted basis the adjusted basis 
(under the law applicable to the year in which the sale or other 
disposition was made) for determining gain. 
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The rules prescribed in Section 401(a) covered :—(1) 
“basis” for determining gain or loss. (2) “recognized” 
gain or loss. (3) “proper adjustments” to “basis”. 
(4) receipt by one corporation of “tax free” distri- 
butions from another corporation. 

However, Section 401(a) as it appeared in the House 
Bill, provided that it should not affect in any way the 
extent to which accumulated “earnings and profits” 
should be increased by reason of an increase in value 
of property which accrued before March 1, 1913. 

Furthermore, it will be noted that Section 401 (a) 
of the House Bill related only to “earnings and profits” 
for any period beginning after February 28, 1913. It 
did not provide rules for determining total accumu- 
lated earnings and profits where the period of accu- 
mulation had no significance and left unanswered the 
perplexing question as to the effect on “earnings and 
profits” of increase in value of property accrued prior 
to March 1, 1913 and realized thereafter. 

Since the three elements of total accumulated earn- 
ings and profits are— 


1. Those accumulated (and realized) before March 1, 1913. 


2. Those accumulated (and realized) after February 28, 
1913, and 


3. The factor of increase in values before March 1, 1913 
when realized thereafter, 


and since item 3 is an overlapping or hybrid factor 
it was observed that the House Bill was too limited 


“Gain or loss so realized shall increase or decrease the earnings 
and profits to, but not beyond, the extent to which such a realized 
gain or loss was recognized in computing net income under the law 
applicable to the year in which such sale or disposition was made. 
Where in determining the adjusted basis used in computing such 
realized gain or loss the adjustment to the basis differs from the 
adjustment proper for the purpose of determining earnings or prof- 
its, then the latter adjustment shall be used in determining the 
increase or decrease above provided. 

“Where a corporation receives (after February 28, 1913) a dis- 
tribution from a second corporation which (under the law applicable 
to the year in which the distribution was made) was not a taxable 
dividend to the shareholders of the second corporation, the amount 
of such distribution shall not increase the earnings and profits of 
the first corporation in the following cases: 


‘(1) No such increase shall be made in respect of the part of 
such distribution which (under such law) is directly applied in 
reduction of the basis of the stock in respect of which the distribu- 
tion was made. 

‘*(2) No such increase shall be made if (under such law) the dis- 
tribution causes the basis of the stock in respect of which the 
distribution was meade to be allocated between such stock and the 
property received. 

“(m) Harnings and Profits—Increase in Value Accrued before 
March 1, 1913.— 


‘““(1) If any increase or decrease in the earnings or profits for any 
period beginning after February 28, 1913, with respect to any matter 
would be different had the adjusted basis of the property involved 
been determined without regard to its March 1, 1913, value, then, 
except as provided in paragraph (2), an increase (properly reflecting 
Such difference) shall be made in that part of the earnings and 
profits consisting of increase in value of property accrued before 
March 1, 1913. 

(2) If the application of subsection (1) to a sale or other dis- 
position after February 28, 1913, results in a loss which is to be 
applied in decrease of earnings and profits for any period beginning 
aiter February 28, 1913, then, notwithstanding subsection (1) and 
in lieu of the rule provided in paragraph (1) of this subsection, the 
amount of such loss so to be applied shall be reduced by the amount, 
if any, by which the adjusted basis of the property used in deter- 
mining the loss, exceeds the adjusted basis computed without regard 
to the value of the property on March 1, 1913, and if such amount 
So applied in reduction of the decrease exceeds such loss, the excess 
over such loss shall increase that part of the earnings and profits 


—— of increase in value of property accrued before March 1, 
913,"" 
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in its operation. Its scope was broadened by the Sen- 
ate amendments and again by the Committee of Con- 
ference. 














Basis for Determining Gain or Loss 








The House Bill provided in substance that gain or 
loss from the sale or other disposition of property 
after February 28, 1913, should increase or decrease 
“earnings and profits” (when computed for any period 
beginning after February 28, 1913) in the same man- 
ner that the gain or loss was “recognized” in com- 
puting “net income”, except in those cases where a 
loss was involved. If a loss was involved, then instead 
of using the loss computed in determining the cor- 
porate “net income”, the “realized” loss would be 
computed by using the March 1, 1913 value if it were 
higher than the “basis otherwise determined”. 










































































Under the House Bill gain or loss in determining 
earnings and profits was limited to that part of “re- 
alized” gain or loss which is “recognized” (under Sec- 
tion 112 of the Code—or corresponding sections of 
prior laws—dealing with postponement of gains and 
losses for tax purposes). But before the gain or loss 
“recognized” under Section 112 can be determined it 
is necessary to ascertain the gain or loss “realized”. 
Gain or loss “realized” is the difference between sales 
price and an “adjusted basis” prescribed by the 
statute. [To be concluded] 
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Tax Status of 


By CHARLES W. TYE * 





HE TAX STATUS of will compromise agree- 
ments has been the subject of considerable contro- 
versy in both the state and federal courts in recent 

Due to the lack of uniformity between the 
various courts, a great many questions have con- 
fronted the executor of an estate as well as the parties 
to the compromise agreement. 


years. 


As an example take 
the usual case wherein the devisees or legatees named 
in the decedent’s will agree to pay a sum of money out 
of their portion of the estate to a disinherited heir or 
to a stranger named in a prior will in order to elim- 
inate the threat of a will contest. What is the status 
of such an arrangement between the parties from the 
inheritance, estate, gift and income tax standpoint? 


Inheritance Tax 


Although the courts of the various states generally 
agree that an inheritance tax is properly due and owing 
even though the property ultimately passes other 
than according to the terms of the will, the state 
courts do not agree upon the proper basis for im- 
posing an inheritance tax. 
tax chargeable. 


That is, to whom is the 


The various state courts have approached this ques- 
tion from many angles in an attempt to equitably 
solve the problem. The result has been a lack of 
uniformity both as to the determination of who should 
be chargeable with the tax and the legal principles 
underlying such a determination. A review of the 
court decisions of the various states indicates two 
general rules in this regard. 


A majority of the states follow the rule that the 
legatees or devisees named in the decedent’s will are 





* Attorney and Tax Counsel, Law Firm of Pacht, Pelton, Warne 
& Black; AsSistant Professor of Law, Pacific Coast University Law 
School, Los Angeles. 
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chargeable with the total inheritance tax irrespective 
of the fact that part of the estate is distributed or paid to 
other persons pursuant to a compromise agreement.’ 
The courts of such states hold in effect that arrangements 
between the parties regarding the disposition of the estate 
is not controlling from the inheritance tax standpoint for 
the reason that the estate passes under the will to the 
persons named and they are chargeable with the tax. 
In Massachusetts, for example, the rule is that when 
a will is admitted to probate under a compromise 
agreement, the state succession tax is applied to the 
property that passes by the terms of the will as 
written and not as changed by any agreement for 
compromise. Although under the Massachusetts 
statute it is the practice to insert a clause in the court's 
decree that the estate is to be administered in accord- 
ance with the compromise agreement, it is clear that 
the rights of the parties under the compromise agree- 
ment are contractual and not testamentary.” New 
Jersey takes the position that the inheritance tax is 
levied on the estate passing under the terms of the 
will, and may not be levied on the transfer of property 
from one person to another by way of equitable dis- 
tribution apart from the will.* The Illinois courts 
state that the inheritance tax vests in the state at the 
time of the decedent’s death and the tax status at such 





1 Matter of Cook, 187 N. Y. 253, 79 N. E. 991; Greenwood v. Hol- 
brook, 111 N. Y. 465, 18 N. E. 711; Matter of Murray, 155 N. Y. 
Supp. 185; In re Sanford, 90 Nebr. 410, 133 N. W. 870; English v. 
Crenshaw, 120 Tenn. 531, 110 S. W. 210; Estate of Wells, 142 Iowa 
255, 120 N. W. 689; Estate of Graves, 242 Ill. 212, 89 N. E. 978; 
People v, Kaiser, 306 Ill. 313, 137 N. E. 826; Cockran’s Executor v. 
Commonwealth, 241 Ky. 656, 44 S. W. (2d) 603; Estate of Rossi, 169 
Cal. 148, 146 P. 423; Mackenzie v. Wright, 31 Ariz. 272, — P. 

In Re O’Neill, 111 N. J. Eq. 378; Lynchburg Bank v. Commonwealth, 

162 Va. 73; Baxter v. Treasurer, 209 Mass. 459, 95 N. E, 854; Ellis 
v. Hunt, 228 Mass. 39, 116 N. E. 956; Copeland v. Wheelwright, 250 
Mass. 131, 119 N. E. 667. 

2 Massachusetts General Laws 1932, Chap. 204, Secs. 13-18; Baxter 
v. Treasurer, 209 Mass, 459, 95 N. E. 854; Brandeis v. Atkins, 204 
Mass. 471, 90 N. E. 543. 

3 In Re Gould’s Estate, 105 N. J. Eq. 598. 
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time is not affected by subsequent arrangements be- 
tween the legatees and other persons regarding ulti- 
mate distribution of the estate.* 

California both by statute and court decision follows 
the above rule. The California Inheritance Tax Act 
of 1935, as amended, codifies the rule as evidenced by 
the following language: 


“Section (4), (5). If a legatee under a will renounces the 
legacy, or any part thereof, or agrees that the estate, or any 
part thereof, shall be distributed otherwise than as provided 
in the will, in consideration of the withdrawal of a contest to 
the will, or any other reason, the inheritance tax shall never- 
theless be computed in accordance with the terms of the will 
admitted to probate.” 


The statutory rule in California is based upon the 
fact that since the estate vests in the legatees or de- 
visees upon the decedent’s death, subject only to 
administration, the inheritance tax attaches at such 
time and is therefore not affected by an agreement 
between various persons for distributing the estate in 
a manner other than as specified in the decedent’s 
will.” The codification of prior judicial decisions in 
California has, of course, practically eliminated liti- 
gation in connection with the inheritance tax status 
of will compromise agreements. 

A few other states ® take an opposite view to the 
so-called majority rule and hold that the inheritance 
tax is imposed in accordance with the actual distri- 
bution of the estate rather than pursuant to the terms 
of the will. According to this view, where the per- 
sons named in the will and the heirs-at-law have in 
good faith stipulated for a decree of distribution in 
accordance with the compromise agreement, or where 
there is no stipulation for a decree and the court dis- 
tributes according to the will, but thereafter the per- 
sons named pay over to the heirs the amount agreed 
upon, the inheritance tax is computed on the portion 
of the estate actually received by each person. In 
other words, the persons taking under the compromise 
agreement are chargeable with and must pay the tax 
on the portion of the estate passing to them pursuant 
to the agreement. 


HERE are two possible bases for subjecting persons 

taking under the compromise agreement to the in- 
heritance tax on the portion of the estate passing to 
them. One basis for such a determination is that 
such persons take by inheritance from the decedent. 
In this connection there are three possible theories for 
sustaining the tax based on inheritance. First, that 
the effect of the compromise agreement and subse- 





* People v. Kaiser, 306 Ill. 313, 137 N. E. 826; In Re Graves’ Estate, 
242 Ill. 212, 89 N. E. 978. 

5 Estate of Rossi, 169 Cal. 149, 146 P. 423; California Inheritance 
Tax Act of 1935, as amended, Section (4)-(5). 
° Taber’s Estate, 257 Pa. 81, 101 A. 311; Thorson’s Estate, 150 Minn. 
64, 185 N. W. 508; State v. Probate Court, 143 Minn. 77, 172 N. W. 
2; Taylor v. Georgia, 40 Ga. App. 295, 149 S. E. 321; People v. Rice, 
40 Colo. 508, 91 P. 33. Compare Barber v. Westcott, 21 R. I. 355, 
43 A. 844; State v. Mollier, 96 Kan. 514, 152 P. 771; State ex rel. 
McGill v. Gerhards, 99 Kan. 462, 162 P. 1149. 
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quent court ratification thereof remakes the will. The 
will as changed by the agreement is controlling in the 
few states which allow the remaking of a will.® Sec- 
ond, since the title to the estate does not vest in the 
persons entitled thereto until the court has ordered 
final distribution, the persons entitled to receive, 
whether by contract or by the terms of the will at such 
time, are chargeable with the tax on their distributive 
share of the estate. Third, the court, in the exercise 
of its equity jurisdiction, may look at actualities rather 
than legal technicalities and impose the inheritance 
tax on those who actually are benefited. The other 
basis for subjecting to the tax the persons taking 
under the compromise is that a devisee or legatee hav- 
ing a right to renounce an entire legacy may renounce 
a part thereof, and the part so renounced would not 
be subject to tax as property transferred by the will 
to such devisee or legatee; the theory being that where 
the doctrine of partial renunciation is recognized the 
tax may not be imposed upon the legatee, irrespective 
of the renunciation, since the tax is upon the succes- 
sion, and in the case of a renunciation the succession 
becomes taxable, if at all, in accordance with the ulti- 
mate devolution of the property.® 


In addition to the two general rules imposing tax 
liability, there is a third line of cases which establish 
the rule, at least in certain circumstances, that the 
amount paid or surrendered in compromise of a will 
contest is not subject to any inheritance tax.°° The 
theory is that the allowance or compromise simply 
reduces the estate ultimately passing to the named 
legatees or devisees with the same effect as if the 
reduction had been caused by the payment of debts, 
or as if the payment had been the result of a suit ter- 
minated in favor of the claimant. Thus it has been 
held that when the legatees agree to pay to the heirs- 
at-law, who are in a nontaxable class, a portion of 
their legacies to avoid a will contest, the amount so 
paid should be deducted in determining the legatees’ 
tax liability.6* Since the heirs-at-law are in a non- 
taxable class, the portion of the estate they receive 
under the compromise agreement would escape taxa- 
tion. It has also been held that if, as a result of a 
compromise agreement, the will is disallowed but the 
legatees treated as creditors are paid a portion of their 
legacies by the contesting heirs, the legatees do not 
receive under the will and are not subject to tax liabil- 
ity, unless the compromise was collusive and a mere 
device for evading payment of the tax. This was the 
situation in the case, Re Hawley’s Estate.®° In this 





6a Rhode Island General Laws (1923), {1 5436; see also Smith v. 
Commissioner, 78 Fed. (2d) 897. 


6b Re Kierstead, 122 Neb. 694, 78 A. L. R. 720. 
se English v. Crenshaw, 120 Tenn. 531, 110 S. W. 210, 78 A. L, R. 718, 


64 Pepper’s Estate, 159 Pa. 508, 28 Atl. 353; Kerr’s Estate, 159 Pa. 
512, 28 Atl. 354. 


6e 214 Pa. 525, 63 Atl. 1021, 
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case a writing contained a bequest to the decedent’s 
employees, and they claimed that it was a valid will 
and that the provisions for their benefit were in dis- 
charge of an obligation owing to them by the decedent. 
The heirs-at-law of the decedent denied the validity 
of the writing as the Last Will and Testament of the 
decedent and a settlement was made under which 
the employees named in the will were treated as 
creditors and allowed a portion of their demand in lieu 
of litigating the question involved. The court held 
that the employees took nothing under the will and 
that the money paid to them was not subject to 
inheritance tax since it appeared that the compromise 
agreement had been made in good faith. 


Estate Tax 


It should be kept in mind that will compromise 
agreements in no way affect the federal estate tax. 
Since the federal estate tax is based upon the gross 
estate rather than upon the distributive shares of the 
individual legatees or devisees, the computation of 
tax is not altered by reason of agreements between the 
persons named in the will and others regarding ulti- 
mate distribution of the decedent’s estate. 


Gift Tax 

In those states imposing a gift tax, questions may 
arise as to the status of property distributed pursuant 
to a compromise agreement. California, for example, 
now imposes a gift tax.®* Since the basis for subjecting 
the persons named in the will to the inheritance tax 
in California is premised on the theory that the estate 
vests, upon the death of the decedent, in the persons 
named in the will subject to administration of the 
estate, California may well take the position that dis- 
tribution to persons pursuant to a compromise agree- 
ment constitutes a taxable gift to such persons from 
the named legatees or devisees. The fact that Cali- 
fornia evidently holds that persons who take under a 
compromise agreement do not take by way of inher- 
itance or descent from the decedent, might be a suf- 
ficient basis for the taxing authorities to subject the 
transfer to a gift tax. Other states, which have enacted 
gift tax acts, following the majority rule may very 
well take the same position. 

In this connection it could be argued that such an 
arrangement could not be a taxable gift for the reason 
that there is no “donative intent.” However, there is 
certainly some element of “donative intent” where 
the person named in the will, though denying the 
validity of the contestant’s claim, feels that the con- 
testant is equitably entitled to share in the final dis- 
tribution of the estate. Also, it could be contended 
that the transfer in accordance with the compromise 





6t Gift Tax Act of 1939, Ch. 652, Stats. 1939, effective 10 P. M., 
June 21, 1939. 
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agreement is supported by consideration and is thus 
not subject to the gift tax. However, the gift tax 
statutes contemplate valuable consideration in money 
or money’s worth. The only consideration in will 
compromise agreements relates to the withdrawal of 
or failing to file a will contest suit. It would seem 
rather difficult to measure such consideration in 
money or money’s worth; and, as a practical matter, 
the persons named in the will do not feel that con- 
sideration has passed but rather that by entering into 
a compromise agreement, a continuing nuisance has 
been eliminated or an equitable distribution has been 
effected. 

It is not likely that the gift tax question will arise in 
those states which follow the minority inheritance tax 
rule. Since the persons taking under the compromise 
agreement are, except under certain circumstances, 
chargeable with the inheritance tax on the theory that 
they take by way of inheritance, there would appear to be 
no legal basis for imposing a gift tax in such states. The 
Supreme Court of the United States has taken the 
position that will contestants take by way of inheri- 
tance irrespective of the conflict between the various 
states, and therefore it would appear that the federal 
gift tax is not chargeable on transfers made pursuant 
to will compromise agreements.’ Further, the fact 
that the federal estate tax is a tax upon the gross estate 
of the decedent in the hands of the executor, irre- 
spective of ultimate distribution of the estate, should 
prevent the imposition of the federal gift tax on the 
same property. 


Federal Income Tax 


The Board of Tax Appeals and the Circuit Courts 
of Appeal have been in conflict regarding the income 
tax status of payments to persons in accordance with 
will compromise agreements. The Board of Tax 
Appeals and the Circuit Court of Appeals for the 
Second Circuit have held that cash received from 
residuary legatees of a decedent, under an agreement 
whereby the heirs agree not to further contest the 
will and allow it to stand, is taxable as income since 
the money was not acquired by gift, devise, bequest, 
or inheritance... The Circuit Court of Appeals for the 
Fourth Circuit has held to the contrary.® 


In view of the conflict the Supreme Court of the 
United States granted certiorari from the decision of 
the Circuit Court of Appeals for the Second Circuit. 
On December 5, 1938, the Supreme Court of the 
United States answered the question as to whether 
property received by the petitioner from the estate 
of a decedent in compromise of his [Turn to page 371] 





7 Lyeth v. Hoey, 305 U. S. 188, 59 S. Ct. 155, 38-2 ustc ff} 9602. 


8’ Kearney, 31 BTA 935; Lyeth v. Hoey, 96 Fed. (2d) 141, 38-1 ustc 
7 9255, (CCA-2). 


® Magruder v. Segebade, 94 Fed. (2d) 177, (CCA-4). 
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1\HE factors of the Massachusetts formula are 
defined differently in different states. Sales are 
defined as sales within the state if made by offices, 
agencies, or branches located in the state in Arizona, 
Georgia, Minnesota, North Carolina, Pennsylvania, 
South Carolina, Utah, and Wisconsin. Colorado and 
Iowa exclude from sales made within the state goods 
sold for transportation outside the state. Kentucky 
assigns sales to the office at or from which the transac- 
tions are handled and the receipts accepted. New 
Mexico treats as intrastate all sales of goods which 
originate within the state, and also receipts from 
transporting or distributing goods in the state. Ten- 
nessee has a three-factor formula, two parts of which 
are based on sales, measured in different ways, and 
one on property. The ratio of sales made by agencies 
in the state to total sales is one factor, and the ratio 
of sales made to customers in the state to the total 
sales, is the other one. 


The National Tax Association’s Committee, having 
recommended the Massachusetts formula, considered 
various methods of defining sales within the state, 
considering destination of the goods, location of the 
selling branch or agent, etc., and recommended that 
fifty per cent of each sale be apportioned to the state 
of destination of the merchandise shipped (or location 
of the customer), and fifty per cent to the state from 
which the salesmen making the sales function. This 
proposal was vigorously criticized. Said one critic :** 

“Besides being novel and elaborate, this method will definitely 
result in apportioning income to states having no jurisdic- 
tion to tax. Clearly a non-resident taxpayer having neither 
property nor employees within a state cannot be subjected 
to taxation on or measured by income from business, even 
though a substantial amount of goods are shipped to cus- 
tomers therein, pursuant either to orders received by mail 
or orders solicited by salesmen outside of the state. 


Thus such income will escape taxation, even though all the 
states in which the business is conducted impose taxes on or 


measured by net income.” 

The Committee’s report recommended first, that 
interest, dividends, rents, royalties, and gains and 
losses from capital assets be allocated specifically to 
the proper sources,—interest and dividends to the 
state in which the corporation carried on the busi- 
ness giving rise to them, or, if that was not definite, 
to the state of domicile, and rents, royalties, or gains 


7+ Continued from the May issue. 
* Department of Economics, University of Minnesota, Minneapolis. 


* Frank M. Keesling, National Tax Association, Proceedings, 1939, 
Pp. 223. 
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from capital assets to the state in which the property 
giving rise to such income is located. The Commit- 
tee recommended permission of separate accounting, 
especially for establishments rendering personal serv- 
ices, wherever it was applicable, and administrative 
latitude to modify the formula where it would work 
an injustice. In twenty-four states *> the administrator 
either prescribes the formula or has authority to modify 
it. In eight states, however, the formula can be modified 
only in the taxpayer’s favor. Some states provide that 
the formula may be modified only if the new method will 
not result in a tax higher than that derived by the 
formula. In other states, it is left to the taxpayer to 
petition for modification and the commission can act 
only on that petition. It is conceivable that any 
formula will be inequitable as applied to a specific 
company. It is also conceivable that some companies 
will pay less than equity demands under any general 
formula. When the formula is a burden on the tax- 
payer he has a means of redress, either through the 
use of separate accounting, or through a different 
formula which may be approved by the Commissioner. 
In these eight states, however, there is no provision 
for the state to challenge the equity of the statutory 
method. The result is that the taxpaying corporation, 
if much tax is involved, can and will secure a reduction, 
when it puts up a good case against the formula; but 
the tax collector must accept the results of the formula 
when it taxes less than a fair proportion of income and 
accept an alternative when the tax derived thereby is 
less than that which would be yielded by the formula. 

There is, apparently, some tendency for taxpaying 
corporations to justify different formulae in different 
states, if thereby the total tax is less.2° The extent to 


2> States in which formula is prescribed by the administrator: Ala- 
ama, Arkansas, California, Idaho, Mississippi, Montana, North 
Dakota, Oregon, and Vermont. States in which the Commissioner 
is authorized to substitute a formula other than the statutory one 
in exceptional cases: Arizona, Connecticut, Kentucky, Maryland, 
South Dakota, Minnesota and Wisconsin. States in which the tax- 
payer may submit a new basis for allocation which becomes effective 
upon the administrator’s approval: Georgia, New Mexico, and Vir- 
ginia (even the taxpayer may not suggest a basis for apportionment, 
here, by which the tax will exceed that derived from the statutory 
formula). States in which the administrator may modify the statu- 
tory formula, but not so as to exceed the amount of tax due under 
the regular method: Colorado, Iowa, and Oklahoma. Utah’s Com- 
missioner may substitute other methods of apportionment to avoid 
double taxation. 


%*C. J. McColgan, National Tax Association, Proceedings, 1939, 
D.. 234: 

“The most interesting single fact found in the Committee’s report 
is contained in the summary of replies to the corporations’ ques- 
tionnaire. It is amazing that out of forty corporations which 
replied to the Committee’s questionnaire, over half were opposed 
to the use of separate accounting. This reaction is completely 
inconsistent with the position usually taken by large corporations 
doing business in many states when they present their problems to 
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which this is done is unknown. It is obvious, how- 
ever, that the allocation of income depends very much 
upon what formula is used. For example, an unpub- 
lished study of a group of about three hundred cor- 
porations doing business in state A and various other 
states during a recent year indicated that if the Mas- 
sachusetts formula had been used instead of the sales 
basis, fifty-five per cent more taxable income from 
these corporations would have been allotted to state 
A. If the allocation had been on the basis of pay- 
rolls, state A would have been allocated seventy-four 
per cent more; and if the allocation had been on the 
basis of property located in state A, its share would 
have been ninety-one per cent more than under the 
sales basis formula. If state A had a flat rate cor- 
poration tax, its tax revenue from these corporations 
would have been increased proportionately. If its 
corporation income tax rates were graduated, its tax 
revenue would have been increased even more by 
using one of the other formulae instead of the sales 
basis. Of course, the ratio between sales, payrolls, 
property, and other criteria in different states would 
vary a good deal from state to state according to 
whether the states were predominantly manufactur- 
ing, mining, commercial, or agricultural. 

How valid are various measures for allocating in- 
come? There are cases where separate accounting is 
inadequate. Problems posed are similar to those of 
finding out what part of the cost of keeping a sheep 
should be charged to the wool and what part to the 
mutton. Place of purchase of goods sold is easily 
manipulated. Places of sales can be manipulated 
when sales are determined by the location of the 
branch or agency from which the transaction is made, 
and allocating sales by the destination of goods, or 
the customer’s location, will result in allocating in- 
come to states without jurisdiction to tax, thereby 
exempting income from taxation. Property, in the 
Hans Rees Sons case, was proved an inadequate 
measure of income arising in a state. A property 
ratio, too, discriminates between the renter and owner 
of property. Even an average of various ratios leaves 
out of account corporations engaged in some businesses, 
and the Massachusetts formula admittedly is designed 
primarily for manufacturing or mercantile corpora- 
tions. 


the California franchise tax authorities. Because California is situ- 
ated far from the center of population of the country, and because 
nearly all of the states which intervene between it and the center of 
American population are both large and sparsely settled, the cost 
of selling in California is greater for eastern and middle western 
manufacturers than it is for other sections of the country. This 
fact is almost universally pointed to by such corporations as con- 
clusive evidence of their right to the use of separate accounting. 
The suspicion has often arisen that their position in this respect 
might differ from state to state. Instances have come to our attention 
that where corporations advocated separate accounting in deter- 
mining their California tax measured by income, they had advocated 
the use of formula allocation in other states where the expenses of 
selling were less.”’ 
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Allocation a Factor in Minnesota Cases 
Involving U. S. Steel Subsidiaries 

As an example of the complications which may arise 
from trying to allocate income earned by related func- 
tions of affiliated corporations, when the situation is 
further confused by exemption of some types of busi- 
ness in which the related corporations engage let us 
consider Minnesota’s experience with the subsidiaries 
of the United States Steel Corporation. 


In 1933, when Minnesota adopted an income tax 
law, it exempted from its operation “corporations en- 
gaged in the business of mining or producing iron 
ore, on any income derived from mining.” Most of 
the mining in the state is done by subsidiaries or 
affiliates of steel companies. As previously pointed 
out, the reason for the exception was the existence of 
an “occupation tax” on iron ore measured by the 
difference between the value of ore at the mouth of 
the mine and the costs of mining, itself an approxi- 
mation to an income tax. In determining “value at 
the mouth of the mine,” transportation costs to the 
ports where the ore is priced for sale are deducted 
from the “Lake Erie price” of ore. This transporta- 
tion takes place, very largely, by means of fleets of 
ore carriers and railroads owned or controlled by the 
same interests that own or control the mining busi- 
ness. 


The 1933 law made no mention of railroads. In 
Minnesota all railroads pay a tax of five per cent of 
their gross earnings in lieu of the general property tax 
and the constitution provides that even the rate of 
this tax may not be increased without a referendum 
approved by the majority of the voters in a regular 
election. Whether the railroads were subject to the 
income tax law or not was an academic question for 
most roads, as they had no net income in 1933. Notable 
exceptions were those engaged in hauling iron ore 
from the mines to the lake ports. These companies 
refused to pay the tax, contending that the gfoss 
earnings tax was in lieu of all other taxes on property 
and that the 1933 law was a tax on property since it 
taxed a corporation’s franchise, as measured by net 
income, and a franchise is property.”’ 

The questions were further clouded by the fact that 
the iron range railroads and several other corpora- 
tions, all subsidiaries of the United States Steel Cor- 
poration, insisted on filing a consolidated return 
covering all of the manifold operations of that large 
enterprise instead of filing separate returns. Many 
of the eighty subsidiaries of United States Steel did 
not operate in Minnesota at all. The United States 





2? Perhaps attention should be called to the fact that the Minnesota 
tax on corporations (other than those whose business within the 
state is wholly interstate commerce or foreign commerce) is 4 
franchise tax measured by income. 
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Steel Corporation, itself, operates in Minnesota only 
through its subsidiaries. 

The state brought suit to compel the payment of 
the tax, and the Minnesota Supreme Court sustained 
the railroads in their contention that the income tax 
did not apply to them.** That decision meant that 
the carriers might increase carrying charges as they 
wished—if regulatory commissions approved—and 
the increase in earnings would decrease the operating 
profit of the mining company which pays the occupa- 
tion tax on mining income, thereby reducing the 
amount of that tax. Next, the court said that the 
state must accept a consolidated return from the vari- 
ous affiliates of the United States Steel Corporation.”® 
The statute in question reads: 


“Whenever a corporation which is required to file an in- 
come tax return is affiliated or related to any other corporation 
through stock ownership by the same interests or as parent 
or subsidiary corporations, or has its income regulated through 
contract or other arrangement, the Tax Commission may 
permit or require such consolidated statements as in its 
opinion are necessary in order to determine the taxable net 
income received by any one of the affiliated or related cor- 
porations. If ninety per cent of all the voting stock of two 
or more corporations is owned by or under the legally en- 
forceable control of the same interests, the Commission may 
impose the tax as though the combined entire taxable net 
income was that of one corporation except that the credit 
provided by Section 27 (e) shall be allowed for each cor- 
poration; but inter-company dividends shall in that event be 
excluded in computing taxable net income.”™ (Italics 
supplied.) 

Some of the subsidiaries of the United States Steel 
Corporation operating in Minnesota in 1933 made 
profits either in mining iron ore, operating utility 
plants, or in other ways. All the companies as a 
unit, operating not only in various parts of the 
United States but also in South America and other 
parts of the world, reported a loss. The adminis- 
trative facilities of one state office are not adequate to 
audit the books of all the subsidiaries of this cor- 
poration and, when a total loss is evident, so that 
apportioning it would yield nothing to the treasury, 
there is little reason for a state’s staff thus wasting 
its time. On the other hand, were separate returns 
required and if, for example, the railroads are ex- 
empt from the tax, the possibility of high charges for 
freight and high profits for the non-taxable parts of 
the system is apparent. Exemption of any one type 
of business in a corporate system of related busi- 
nesses invites manipulation to increase profit in the 
non-taxable portion and prevent profit in the taxable 
organization. 


When iron ore is mined in Minnesota, shipped over 
intrastate railroads and on boats plying the Great 
Lakes and again over railroads in Ohio and Pennsyl- 


* State of Minnesota v. Duluth, Missabe & Northern Railway, 207 
Minnesota 618 (1940). 
* State v. Oliver Iron Mining Co., 207 Minnesota 630 (1940). 
* Section 32 c, Chapter 405, Laws 1933. 
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vania, made into steel and fabricated in the latter 
states, sold in Michigan and Chicago and elsewhere, 
and profit arises from this series of operations, what 
state can decide the portion of the profit properly 
taxable by it when derived from the chain of activi- 
ties? The difficulty is intensified by lack of an open 
market for iron ore, inasmuch as most mining opera- 
tions are carried on either to supply steel mills of 
common ownership or under long-term contracts with 
steel companies. 


In any event allocation of profits of an integrated 
industry operating in several states is difficult. Ex- 
empting some of the units from taxes on net income 
will make it more difficult to collect taxes even from 
those units not specifically exempt. The Minnesota 
cases suggest some of the complications which are 
inherent in this problem. 


Other Constitutional Aspects of 
State Income Taxes 


Aside from problems of allocation of income from 
business carried on beyond state boundaries, there 
are many other questions involving the taxing au- 
thority of the states. For example, there are questions 
of equal treatment of non-residents and residents in 
the matter of exemptions, deductions, and rates. 
There are also questions of the definitions of taxable 
income, of what shall be included and what shall be 
excluded. Some of these questions involve juris- 
diction of the states’ authority. 


Problems of Personal Exemptions 
and Deductions 


Let us consider first the question of the equal tax- 
ation of income of residents and non-residents. The 
Constitution *? says expressly, “The citizens of each 
state shall be entitled to all privileges and immunities 
of citizens of the several states.” It would seem, 
therefore, that if a tax is imposed on the income of 
residents and non-residents, that the same law would 
apply to both, with the possible exception of omitting 
such income of non-residents as is outside the state’s 
jurisdiction. 

We find, however, that New Mexico’s net income 
tax law provides personal exemptions of $1500 for a 
single person, $2500 for a married person, and $200 
per dependent, when applied to residents, but no per- 
sonal exemption when applied to non-residents. All 
income of non-residents arising within the state is 
taxable, whether from property or personal services 
or other sources. Unless a provision that non- 
residents shall report their income if they receive more 
than $500 gross within New Mexico be understood 





31 Article IV, Paragraph 2, Constitution of the United States. 
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as implying an exemption of $500, there is no per- 
sonal exemption for non-residents, and the inade- 
quacy of this provision in accomplishing the same 
result is seen in the fact that if a person receives $600 
gross, and reports allowable deductions of $200, he 
must pay a tax on the $400 net income remaining.** 
Does such a tax provide for extending privileges and 
immunities of its own citizens to citizens of other 
states? 


Comparable situations exist in Georgia, where the 
exemption is $1000 for non-residents whether married 
or single and regardless of dependents, but $1000 for 
single residents, $2500 for resident heads of families, 
and $400 for each dependent; and in Idaho where the 
non-resident is allowed an exemption of $700, regard- 
less of marital status or dependents, and the resident 
$700 if single, $1500 if the head of a family, with $200 
for each dependent. These states tax all income aris- 
ing within their borders accruing to the non-resident. 


The United States Supreme Court held a New York 
statute invalid in so far as it denied personal exemp- 
tions to non-residents.** The statute excluded from 
non-residents’ income annuities, interest, dividends 
(except to the extent that such dividends were part 
of the income of a New York business) and types of 
income which were taxable when received by New 
York residents. Residents were given personal ex- 
emptions of $1000, $2000, and $200, for single persons, 
heads of families, and dependents, respectively. Cor- 
porations operating in New York were instructed to 
withhold two per cent of the gross income of em- 
ployees or others to whom payments were made if 
such gross income exceeded $3000, unless the recipient 
filed an affidavit that he was a New York resident. 
A corporation which had employees residing in Con- 
necticut and New Jersey, but working in New York, 
contended it did not have to withhold this amount 
to cover the income tax of its non-resident employees. 
The court dismissed the objection to withholding but 
held that granting exemptions to residents and deny- 
ing them to non-residents violated the Constitution 
by not according citizens of other states the privileges 
and immunities accorded citizens of New York. It 
had been argued that non-citizens might have income 
from sources in their home state or elsewhere outside 
of New York, corresponding to the amount of exempt 





3% The New Mexico return contains the following instructions to 
non-residents : 

‘‘Where the non-resident individual’s gross income from sources 
or property located within this state is less than $500, such non- 
resident individual may, in lieu of filing a full and complete 
return and necessitating the trouble , pay to the Income 
Tax Division a tax of 1% upon the total gross income 
received by him from sources within this state, but where such 
income is in the amount of $500 or more, it will be necessary for 
each non-resident individual to file the return .. 

Section 22 of the Act was amended by the 1939 Legislature, "exclud- 
ing the personal exemption to non-residents receiving income from 
within this state. 


8 Travis v. Yale € Towne Mfg. Co., 252 U. S. 60, March, 1920. 
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income granted residents, but the court pointed out 
that the discrimination was not conditioned upon the 
existence of such untaxed income, “and it would be 
rash to assume that non-residents taxable in New 
York under this law, as a class, are receiving addi- 
tional income from outside sources equivalent to the 
amount of the exemptions that are accorded to citi- 
zens of New York and denied to them [the non- 
residents].” 


Montana’s law provides for apportioning a credit 
for a person changing residence during the year on the 
basis of the number of months of his residence, but it 
also provides that a non-resident shall get the same 
exemption as a resident if he files a return on income 
from all sources. The Minnesota and Wisconsin laws 
imply a discrimination, since personal credits for indi- 
viduals moving into the state during the year are 
apportioned according to the number of months’ 
residence. The Minnesota law reads: 

“If the status of a taxpayer, in so far as it affects the credits 
allowed under (1), (2), or (3) [these numbers refer to amounts 
of credits for single persons, heads of families, and de- 
pendents] shall change during the taxable year, or if the 
taxpayer shall either become or cease to be a resident of the 
state during such taxable year, such credit shall be appor- 
tioned in accordance with the number of months before and 
after such change.” 

Since the provisions for personal credits simply 
say that the taxes imposed shall be reduced by the 
appropriate credits, without specifying whether these 
apply to income of residents or non-residents, and 
there is no other provision limiting non-residents’ 
credits, it would appear that a non-resident might 
have the same credit as a resident. If so, apportion- 
ing credits on the basis of residence would mean 
nothing. If a single man were a non-resident five 
months, and a resident seven months, he would be 
entitled to 5/12 of the non-resident credit of $10 for 
single men (which is in no way indicated as different 
from that for residents) and 7/12 of the residents’ 
credit of $10 for single men. As a matter of prac- 
tice Minnesota does not allow the 5/12 unless part 
of that income is derived from the state. However, 
if a person moving into the state had no taxable 
income within the state before he became a resident, 
he is not discriminated against when allowed an 
exemption for only those months in which he lived 
in the new state. 


Kentucky has a provision which gives non-resident 
individuals such proportion of the regular exemption 
for residents as their income taxable in Kentucky 
bears to their entire net income. In a case decided 
by the Kentucky Court of Appeals, December 15, 
1939,** the court said that although the statute levied 
a tax on the “entire net income” of residents, “it was 





*% Martin v. Gage, 281 Ky. 95, 1939. 
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not the intention of the legislature to tax that portion 
of the income received prior to residence from sources 
outside the state.” If similar reasoning prevails in 
the states which apportion exemptions on months of 
residence, their statutes would not cause undue 
discrimination. 


Requiring a non-resident to report all his income, 
whether taxable in the state or not, and subtracting 
his exemption, then taxing that proportion of the bal- 
ance as the income taxable within the state bears to 
the total income is, apparently, valid. The same 
result is achieved by allowing such proportion of the 
personal exemption as the income taxable within the 
state bears to the total income. At least this provi- 
sion does provide for a measure of the untaxed in- 
come, and apportions the exemption accordingly. 
Several states use this method.** 

Oklahoma taxes the income from leases of oil land 
in Oklahoma paid to non-resident owners. In a case 
involving a landowner residing in Illinois ** it was 
contended that this denied him equal protection of the 
laws, citing as one evidence of discrimination, that 
residents were allowed to deduct from their gross 
income not only losses incurred within Oklahoma, to 
which he was entitled, but also other losses sustained 
outside the state. The Court held that this difference 
was only one that arose naturally from the extent of 
the jurisdiction of the state in the two classes of cases, 
and was not an unfriendly or unreasonable discrim- 
ination. It pointed out that the state taxed income of 
residents wherever it arose, but was limited in taxing 
non-residents, to taxing the income from sources 
within the state, so that there was no obligation to 
accord deductions by reason of losses incurred out- 
side the state, in business which was not taxable. 
There is no evidence that the question of discrimina- 
tion has been raised in the states providing for differ- 
ent exemptions. 


Jurisdictional Problems 


There is general agreement that individuals are 
subject to taxation on all their income earned in the 
state in which they reside, and that they are also sub- 
ject to taxation in other states on that part of their 
income which arises from tangible property located 


in these latter states. Domestic corporations are 
usually subject to tax on all their income, but foreign 


corporations are taxable only on income arising within 
the taxing state. A state must have jurisdiction in 
order to tax, but it may have jurisdiction over the 
business or property giving rise to income, or it may 
have jurisdiction over the person who is income 
recipient. 


% Arizona, Arkansas, Iowa, Kansas, Kentucky, Missouri, and 
West Virginia. 
% Shaffer v. Carter, 252 U. S. 37 (1920). 
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While income may be taxed in the state in which 
tangible property giving rise to it is located, it may 
be taxed, also, at the residence of the recipient. The 
U. S. Supreme Court upheld a New York statute 
which taxed the entire net income of residents of the 
state, including rent as well as interest.*7 This would 
indicate that income from tangible real estate may 
also be taxed at the recipient’s residence. In this 
case Mrs. Cohn, a resident of New York, was taxed 
by that State on income that included rents from land 
in New Jersey. The Courts said that enjoyment of 
the privilege of residence within a state and the at- 
tendant right to invoke the protection of its laws, are 
inseparable from the responsibility of sharing the 
costs of government; that a tax on net income was an 
equitable method of apportioning governmental costs ; 
and that this tax was founded on the protection 
afforded by the state to the recipient of the income 
in his right to receive it or to enjoy it. Neither the 
privilege of receiving income nor the burden of the 
cost of government was affected by the character of 
the source of the income, hence the income was not 
clothed with the immunity enjoyed by its source, 
therefore New York could properly tax the income 
of a resident from real estate located outside the state. 
In this case New Jersey did not tax the same income, 
but according to Shaffer v. Carter, cited above, appar- 
ently income from tangible property could also be 
taxed in the state in which the property is located. 

If duplicate taxation is possible in the case of in- 
come from tangible property under existing law, it is 
probably also possible in the case of intangible prop- 
erty. Intangible property may be taxed apart from 
the state where the owner lives if the property has 
acquired a “business situs” in another state. The 
“business situs” depends on whether the intangible 
property has become part of an integrated business 
carried on there, or whether the intangible property 
has been sold and the funds reinvested in the state, 
usually under control of a branch office or agent in 
the state. However, some states, among them Ala- 
bama, Missouri, and Idaho, provide that interest on the 
obligations of residents paid to non-residents, is sub- 
ject to the state income tax. In the Farmers’ Loan & 
Trust Co. case*® and other decisions, the United 
States Supreme Court has frowned upon the taxing 
of debts at the residence of the debtor, holding that 
debts were only obligations in the hands of debtors 
and had value only in the hands of creditors, hence 
they must be taxed at the domicile of the owner. 
Whether the same reasoning would apply to income 





31 People ex rel. Annie Cohn v. Graves et al., 300 U. S. 308 (1937). 

33 Farmers’ Loan & Trust Co., Exrs. v. Minnesota, 280 U. S. 204 
(1930). See also State Tax on Foreign Held Bonds, 15 Wallace 
300; Beidler v. South Carolina Tax Commission, 282 U. S. 1 (1930); 
Baldwin v. Mo., 281 U.S. 586 (1930). 
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from these obligations is not entirely clear, but it 
would seem logical to believe that would be the case. 


Salaries are probably subject to tax in the state in 
which the income is earned and in the state in which 
the recipient lives. In Hughes v. Wisconsin Tax Com- 
mission **® it was held that the salary of a resident of 
Wisconsin for services rendered in Minnesota is tax- 
able in Wisconsin although a tax was paid on the 
same salary in Minnesota. 


To avoid duplicate taxation, which is burdensome 
even when it is legal, there has developed in a num- 
ber of states the practice of giving reciprocal credit 
for taxes paid on the same income in other states, at 
least, to the extent of the rate under the first state’s 
law. Some states allow their residents a credit for 
taxes paid in another state, to the extent of a tax at 
the rate in the state of residence on the income earned 


Table XXI 
Reciprocal Provisions 


Credit Allowed for 

Income Taxes Paid 

c-— in Other State’ — 

To To 

State Resident Non-resident 

Alabama . X X 
Arizona . 
Arkansas 
California 
Colorado 
Connecticut 
Delaware * 
Georgia * ; X 
Idaho 
Iowa a 3 
Kansas xX 
Kentucky c 
Louisiana ~ 
Maryland oe X 
Massachusetts 
Minnesota 
Mississippi . 
Missouri ..... 
Montana .. 
New Hampshire 
New Mexico ... xX? 
New York ...... 
North Carolina .. 
North Dakota .... 
Oklahoma 
Oregon 
Pennsylvania - 
South Carolina X 
South Dakota 
Tennessee .... a X 
Utah 
Vermont * 
Virginia .... x X 
West Virginia X 
Wisconsin 
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1To the extent of the income earned in other state, and not to 
exceed tax on that income at the rates of the state granting the 
credit, providing the other state reciprocates. 

2 Limited to 1% of out of state income. 

* States allowing Ga. to sue in their courts to collect taxes, may 
use Ga. courts in the same manner. 
* Income of residents taxed, non-residents not taxed. 
399 227 Wis. 274 (1938). 
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and taxed elsewhere. Other states grant residents of 
states reciprocating the credit, a credit for taxes paid 
on income earned within the latter state’s borders. 
Some states allow the credit to both resident and 
non-resident. Usually these states also provide for 
an interchange of confidential information reported 
by taxpayers, so the authorities of one state may be 
sure that the taxpayer claiming the credit was, in 
truth, taxed in the second state. Such legislation may 
bring about some alleviation of conflicting claims 
arising from more than one state’s taxing the same 
income. Table XXI gives the extent of these recip- 
rocal arrangements. 

Other instances in which the taxation of residents 
and non-residents differ are: (1) a provision in the 
Arkansas law that a taxpayer must submit the re- 
quired books and records for an audit in Little Rock, 
or pay the expenses of an audit elsewhere and (2) a 
provision in Colorado that no firm may contract with 
the state or any of its subdivisions or instrumentali- 
ties unless it has complied with the income tax law. 
To get at income in the form of dividends paid to 
non-resident stockholders, Wisconsin imposed a tax 
on the privilege of declaring dividends out of income 
earned in Wisconsin, to be deducted by the corpora- 
tion. The United States Supreme Court reversed a 
state decision as to the validity of this act, holding 
it valid as a corporate net income tax.*® 

In a federal union of sovereign states conflicting 
claims as to taxing power will arise, but if the nation 
is to be in truth a union, the way of the taxpayer who 
receives income from more than one taxing jurisdic- 
tion ought not to be unduly burdensome. We must 
expect recipients of income to have resources beyond 
state lines and to move about freely among the states. 
Penalizing this mobility by duplicate taxation or 
otherwise may have serious consequences. 


Administrative Techniques and Machinery 


Good administration is essential to the success of 
any tax, and taxes on net income are especially de- 
pendent upon the efficiency of the administration. 
Modern business involves large amounts of capital 
and is not confined within state or even national boun- 
daries. The determination of net income is itself a 
technical problem. Allocation and the determination 
of the part of net income taxable within the state are 
especially difficult problems which have been consid- 
ered at length because of their difficulty. There are 
several other problems of enforcement of income 
tax laws. 

Generally, states require taxpayers to make returns. 
Many states provide for withholding tax from income 
paid non-residents, calculated at the highest rate of 





# Wisconsin v. J. C. Penney Co., 61 S. Ct. 246, rev’'g J. C. Penney 
Co. v. Tax Commission, 233 Wis. 286, 1940. 
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tax, remitting the excess to the taxpayer if he files 
a return and shows a smaller amount due. lIowa’s 


officials indicate, however, that there is difficulty in 
this type of enforcement.** In New York, agents 


withhold two per cent of the gains of non-resident 
principals. In Iowa, five per cent of the gross income 
of non-residents is withheld for tax and, if a return 

filed, then the excess over the tax due is refunded 
to the non-resident taxpayer. In Arkansas, the Com- 
missioner may require withholding the tax at the 
source, by regulation. An important difficulty about 
withholding is that it is not adapted to a gradu- 
ated tax. 

The American states rarely use arbitrary assess- 
ment based on turnover and usual profit or other 
indices, which Europeans have utilized in collecting 
income taxes from those taxpayers who do not have 
adequate accounts, except as a penalty for not filing 
a return. Iowa and South Dakota allow a ten per 
cent deduction from very small incomes in lieu of 
itemized deductions. There are also some arbitrary 
figures for depletion allowances. The prevalent 
method among the states is the filing of returns by 
the taxpayers, supplemented by information at the 
source of income, auditing, and field investigation. 
Proper checking of returns and auditing of books, 
to say nothing of the problem of determining proper 
depletion or depreciation allowances, are functions 
too complex for most untrained, locally elected 
officials. 

States have some assistance from the Federal Gov- 
ernment, in that they may compare state returns with 
federal returns. Since federal returns are fairly ade- 
quately checked, the state may get the benefit of this 
federal auditing. Because state exemptions have 
usually been lower than the Federal Government’s, 
and because the problem of allocating income does 
not arise in most federal returns, other administrative 
measures are necessary if the state income tax is to 
be collected with sufficient thoroughness to establish 
respect for the law. The chief reason why the mod- 
ern income tax is successful, and why the earliest 
income taxes failed, is that administration is better 
supervised in the case of modern laws, accounting 
methods are more highly developed, and regulations 
tend to follow the federal pattern. 

In most states today, income taxes are assessed by 
a state administrative agency. In Virginia, the re- 
turns are all sent to the capital, but collections and 
the handling of delinquencies are left in the hands of 
local collectors. In Missouri, the income tax is ad- 


" Annual Report of State Board of Assessment and Review 
Iowa), 1938, p. 6: ‘‘Considerable difficulty has been experienced 
by the Board in the enforcement of the law insofar as it pertains 
to withholding agents. However, it is working out gradually and 
we feel that with a few changes it may be a source of considerable 
income to the state of Iowa.”’ 
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ministered chiefly by county officers. County as- 
sessors list income tax returns, county clerks make 
and certify the abstracts, and county collectors collect 
the tax. Such a decentralized organization composed 
mostly of locally elected officials is not likely to be 
very efficient. In the other states imposing general 
income taxes, a state agency administers the tax, sup- 
plying the forms to taxpayers for making returns, 
checking the returns, assessing additional taxes or 
granting refunds, etc. In all states imposing general 
net income taxes, the state authority may compel the 
filing of information returns at the source of income. 
Thus an employer must file information concerning 
wages paid each employee, in order to have his deduc- 
tion for wages upheld, and that information is used 
in checking the employee’s returns. Similar informa- 
tion returns are available for interest payments, divi- 
dend payments, and rent or royalty payments. The 
use of federal returns is a check on higher incomes. 
Requirement of returns, when the gross income 
reaches a specific figure, regardless of whether there 
is any net income, gives administrative officials fur- 
ther information. Delaware requires returns from 
almost every adult whether he has independent in- 
come or is dependent on charity. Delaware has no 
corporation tax, which may explain this general re- 
quirement of returns from all individuals. The 
requirements of returns are listed in Tables XXII 
and XXIII, for individuals and corporations, respec- 
tively. The discussion of partnerships and fiduciary 
returns covered the requirements for returns from 
these sources. [To be concluded] 


Table XXII 
Who Must File Returns: Individuals * 
State Net Income Gross Income 
BN is $1500 if single, $3000 if married $3000 
Ariz. ...... 1000 “‘ 2000 “ 5000 
ee i * aa" Ct 5000 
Coee......... 1000“ “ 2500“ “ 5000 
Cn....... i * aa CU 5000 
ib _ All taxables,’ Any amount 
D.C. ...... $1000 if single, 2500if married $5000 
CEs. OU ys | | lial 5000 
1000 for all non-residents 
Idaho: ..... 700 if single, $1500 if married 5000 
Iowa ...... 1000“ 1500 “ 3000 
Kans. ..... 73" * = «| 4000 
eres 1000“ “ = C* 1500 if single, 
3000 if married 

cis tow ck 100o*= =| 2500 “ 5000 gross 
Md.* ...... 100° * 2000 “ <i 5000 gross 
Mass.* .... 2000 2000 





1 An individual must file a return if he has the net income or the gross 
income indicated. 

2“Taxable” defined as a natural person who is a citizen or resident 
of Delaware during the year, a minor with an income over $1000 who 
is a resident of Delaware, or a minor citizen or resident who has at- 
tained the age of twenty-one during the year. The law also requires 
returns from women receiving mothers’ pensions or persons receiving aid 
from trustees of the poor. People dependent due to age, infirmity, or 
incompetency must either make a return or have it made for them. 
Officers of institutions are to supply lists of inmates. 

3 If the income is from intangibles, a return must be made if the net 
income exceeds $200, or if the gross exceeds $5000. 
4 Any income from intangibles, net or gross, must be reported. 
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State 
Minn. 


Miss. 


Okla. 


Cire." .... 
a 


. $1000 if single, $2500 if married 
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Table XXII (cont’d) 


Net Income Gross Income 


Taxable income exceeding $5000 
exemptions 

Taxable income exceeding 5000 
exemptions 


Any individual subject to tax 

($1000 and $2000 exemption) 
2500 if single, 
3000 if married 
1500 if single, 
2500 if married 


1000 if single, 2500if married 5000 


1000“ “ 2000 ‘‘ <i 5000 
500 “ ‘ 1500 ‘“ " 5000 
850“ 1700 “ " 850 if single, 
1700 if married 
800 “ 1500 “ " 4000 
1000" “ 1800 “ sa 
600“ “ 1100 “ sa 3000 


Any taxable income 


. $ 600 if single, $1200 if married 2500 


1000“ 2000 “ “ 


1250 if single, 

2800 if married 

Exceeding per- 
sonal exemptions without 
regard for dependents 


800 if single, 1600if married $5000 
Table XXIII 


Who Must File Returns: Corporations 


State 
Way aoe 
Ariz. . 
Ark. 
Calif. 
Colo. 
Conn. 


os <. 
Ga. 
Idaho 
lowa 
Kans. 
Ky. 
La. 
Md. 


Mass. 
Minn. 
Miss. 
Mo. oe 
Mont. .... 


=~ «. 


Provision 
Corporations subject to tax 
Every corporation 
Every corporation 


. Every corporation doing business 


All corporations not exempt 


. Every corporation required to report to the Col- 


lector of Internal Revenue 

Every corporation subject to the tax 

Every corporation not exempt 

Every corporation not exempt 

Every corporation 

No provision 

Every taxable corporation 

Every taxable corporation 

Every corporation having income in state and not 
exempted 

Every corporation 

Net over $1000 or gross over $5000 

Every corporation subject to taxation 

No provision 

Every corporation not exempt 

Every corporation 

Every corporation 

No provision 

Every taxable corporation 

No provision 

Every corporation not exempt 

Every corporation required to report to the Col- 
lector of Internal Revenue 

Every corporation not exempt 

Every corporation 

No provision 

Every corporation not exempt 

Every corporation not exempt 

Every corporation not exempt 

Every corporation not exempt 





5 A non-resident receiving any income must file a return. 

6A non-resident must file a return if his gross income exceeds $500. 

™For surtax income a return must be filed if the taxpayer has net 
income of $500 if single, $800 if married. 

8 Income from intangibles must be reported if it exceeds $300 net for 


a single person or $600 net for married taxpayer. 
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Federal Fiscal Policy in National Defense 
[Concluded from page 331] 

could, and probably would, be provided by expansion 

of commercial bank credit. 

This theory of forced loans sounds plausible, but 
in economic matters there is “many a slip ’twixt the 
cup and the lip.” Although the advantages claimed 
for forced loans during the defense effort may be per- 
fectly justified, some question must arise in the reader’s 
mind regarding the effects of releasing these blocked 
securities at the expiration of the emergency and pay- 
ing for them through bank credit. We have here, of 
course, merely a variation of the “pump-priming” 
policy of the Federal Government as practiced during 
the past eight years and as such, subject to all the 
difficulties and short-comings of that scheme. Yet, 
the forced loan plan seems to provide a mechanism 
for accomplishing a certain amount of social justice. 
In addition, it ought to be successful in stemming 
inflation arising from excessive consumer purchasing 
power and ought to prove of some value in alleviating 
the inevitable slump in industrial activity at the cessa- 
tion of the defense effort. 


Conclusion 


Two fundamental problems arise in financing the 
defense program. One is how to raise the money. 
The other is how to raise the money with minimum 
damage to the economic system. To raise sufficient 
revenue with as little disruption as possible to the 
economic system, it is necessary to tax, preferably 
on the basis of income, as much as possible without 
discouraging productive activity of the nation as a 
whole. The bulk of the new taxes should be levied 
upon the lower and middle income groups. This is 
necessary not only to raise sufficient revenue but also 
to prevent commodity price inflation. Excise taxes 
would be helpful in conserving certain resources for 
defense production, but such taxes ought to be used 
sparingly and with great care. Reduction in non- 
defense budgetary items ought to be made to offset 
somewhat the cost of the defense program. Borrowing 
must be relied upon to supplement taxation, because 
a pay-as-you-go tax program most likely would entail 
serious economic maladjustments which would hinder 
rather than help the defense effort. Borrowing, for 
the most part, should be from individuals and finan- 
cial institutions who lend funds out of accumulated 
savings rather than out of an expansion of bank 
credit. Commercial banks should be asked to pur- 
chase only a relatively small proportion of the securities 
floated to finance the defense program. The extent 
to which taxes and borrowing out of savings and out 
of bank credit expansion are employed, will largely 
determine the success of the defense program and the 
severity of post-defense economic repercussions. 









Their History 


NEW MEXICO 
Special Tax Commissions 


The Laws of New Mexico, 1921, Ch. 133, p. 229, 
approved March 12, 1921, directed the State Tax Com- 
mission to cause an appraisal of the productive min- 
eral properties held by possessory title under the laws 
of the United States to be made between the date the 
act took effect and the third Monday in February, 
1922. This data was to be a public record open to 
inspection at reasonable times. 


Report: 1922, Report of Appraisal of Mining Properties of 
New Mexico, January 31, 1922, (1) +3—154 p. 


The 1934 Spec. Sess., Laws, Ch. 31, p. 124, approved 
April 28, 1934, directed the Governor to appoint seven 
members to constitute a Taxation and Governmental 
Commission of New Mexico to make a complete sur- 
vey of the departments, institutions, boards, officers, 
commissions, and agencies of the state as to their 
costs, methods of operation, and all functions involv- 
ing the expenditure of public funds. The details of 
such survey + were to be incorporated in a report 
filed with the Governor not later than the convening 
of the Twelfth Legislative Assembly, and they were 
to include recommendations toward a complete revi- 
sion of the tax code and governmental system with a 
view to providing a more economical and efficient 
government. 


Territorial Board of Equalization 

In 1882, the Governor, Territorial Auditor, and .\t- 
torney General were constituted a Territorial Board 
of Equalization. It was directed to examine the vari- 
ous assessments and to equalize the rate of assess- 
ments in the various counties where they were satisfied 
that the scope of valuation has not been adjusted 
with reasonable uniformity by the different assessors. 
(Laws of New Mexico Territory, 1882, Ch. 62, p. 107; 
approved March 1, 1882.) 

In 1893, the Governor was directed to appoint one 
taxpayer from each of the five judicial districts to 
constitute the Territorial Board of Equalization 
which was to meet for the purpose of fixing the values 


* Continued from the May issue. 


Assistant Professor of Law, and Librarian, Cornell Law School, 
Ithaca, N. Y. 


7 “No printed or processed report has ever appeared as a product 
of the special commission created by the 1934 Special Session.’’— 
Letter from the New Mexico Law Library, Santa Fe, New Mexico, 
dated December 18, 1939. 
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and Reports* 


of the various kinds of property throughout the terri- 


tory and determine all appeals from the county 
assessors and commissioners. (Laws of the Territory 
of New Mexico, 1893, Ch. 64, p. 112; approved Feb. 23, 
1893.) This was extended by the Laws of the Terri- 
tory of New Mexico, 1903, Ch. 88, p. 155. 

The Laws of 1897, Ch. 12, p. 28, provided that the 
Territorial Board of Equalization should fix the value 
of property belonging to railroad, telegraph, telephone 
and sleeping car companies. 

The Laws of 1903, Ch. 61, p. 120, provided that 
thereafter the Board of Equalization should be com- 





































































Lewis W. Morse 


posed of seven members and in addition to the mem- 
bers then authorized by law the Governor was to 
appoint two persons to serve as members at large of 
said Board. 


It appears that no reports were published prior to 


1892. The message of the Governor to the Legisla- 
tive Council included this quotation: 
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“No action however was ever taken by this board to bring 
about an equal and just assessment of real estate. . . . Since 
then the Board has remained in existence simply as an appel- 
late tribunal as to individual assessments but with no power 
to act on assessment generally.”—Proceedings of the Legisla- 
tive Council of Territory of New Mexico, 30th Sess., pp. xxww- 
xxv, Santa Fe, 1893. (Information received from The National 
Archives, Washington, D. C.) 


Messages of the Governor to the Legislative Council 


1894, Governor’s message indicated there had never been ap- 
propriation for salaries or travel expenses for the Board. 
Proceedings, 31st Session, p. XX, Santa Fe, 1895. 

1897, Message of the Governor contained no report. 

1899, Message by the Governor to the 33rd Assembly, Exhibit 
M, Santa Fe, 1899. Report covering 48th and 49th fiscal 
years, pp. 266-267. 

1901, Message by Governor to the 34th Assembly, Exhibit N, 
Albuquerque, 1901. Report covering year 1901, pp. 315- 
319. 

1903, Message to the 35th Assembly, Exhibit F, Santa Fe, 
1903. Report for 2 years ending Nov. 3, 1902, 8 p. 
1905, Message to the 36th Assembly, Santa Fe, 1905. Contains 

no report.* 


1907-1911** 

The Annual Reports of the Department of the In- 
terior for the period 1888-1912 reveal some informa- 
tion on the Territorial Board in the Reports of the 
Governor of the Territory submitted to the Secretary 
of the Interior. 


Annual Reports of the United States Department of the 
Interior 

1897,* Vol. 3, Misc., p. 390, gives membership of the Board 
but no report. 

1898, Vol. 3, Misc., p. 409, gives membership; pp. 535-536, 
Board of Equalization, Territorial Evaluation for 1898. 

1899, Vol. 5, Misc., p. 543, contains letter from Board to Governor. 

1900, Vol. 5, Misc., p. 675, lists members of the Board. 

1901, Vol. 6, Misc., p. 9, lists members of the Board. 

1902, Vol. 6, Misc., p. 133, lists members of the Board. 

1903, Vol. 6, Misc., pp. 632-633, prints “Report of the Board 


of Equalization” covering period January to September, 
1902. 

1904, No data in report. 

1905, Vol. 5, Misc., pp. 585-587, prints “Report of the Board 
of Equalization” covering period for September, 1904- 
January, 1905. 

1906, Vol. 3, Misc., pp. 156-158, prints “Report of the Secretary 
of the Board of Equalization,” covering period Septem- 
ber, 1905-January, 1906. 

1907, Administrative Reports, Vol. 2, pp. 587-589, contains 
Statement of Valuations set by Board at its January, 
1907, meeting, but this material does not appear to be 
in the nature of an annual report. 


State Board of Equalization* 

The 1911 Constitution of New Mexico, Art. VIII, 
Sec. 5, provided that a State Board of Equalization be 
created that should consist of the Governor, traveling 
auditor, state auditor, secretary of state, and attorney 





*“T have reason to suspect that this message was issued both 
with and without reports and that I have been simply unable to 
locate one with the reports included.’’—Letter from New Mexico 
Law Library, Santa Fe, New Mexico, dated October 25, 1940. 

** “None of the subsequent messages were accompanied by re- 
ports.’’—Letter from New Mexico Law Library, Santa Fe, New 
Mexico, dated October 25, 1940. 

+ ‘The State Board of Equalization is not now in operation... 
That board became defunct and ceased to exist with establishment 
of the State Tax Commission in 1915.'’"—Letter from New Mexico 
Law Library, Santa Fe, New Mexico, dated December 18, 1939. 
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general. Until otherwise provided, this board was 
to have all powers vested in the Territorial Board 
of Equalization.* 


Proceedings of New Mexico State Board of Equalization 


Place & Date No. of 
Year Period Covered of Pub. Report Paying 
1912 ** 
1913 Jan. Sess., °13 n. p., n. d. IS p 
1913 July ‘“ - = = 73 p 
1914 Jan. = - - 6D 
1914 July “ “ es 


State Tax Commission 


In 1915, the Governor was directed to appoint five 
persons to constitute a State Tax Commission which 
was to determine the actual value of all property be- 
longing to railroads, telegraph, telephone, express, 
sleeping car and transmission companies and the 
actual value of the capital stock of all banks and trust 
companies and the actual value of cattle, horses, 
sheep, goats and other live stock for purposes of 
taxation. It was also made the duty of the State Tax 
Commission to ascertain each year the actual total 
value of property subject to taxation in each county 
and to change the county assessments so they should 
equal this total value. It was also to cause the assess- 
ment to be made on any property which has been 
admitted from the assessment roll. A printed report 
was required to be prepared and submitted thirty 
days before each session of the legislature containing 
its proceedings for the previous two years together 
with its recommendations for changes in the laws gov- 
erning taxation. (Laws of New Me-ico, 1915, Ch. 54, 
p. 60; approved March 12, 1915. Extended and modi- 
fied by Laws of New Mexico, 1921, Ch. 133, p. 229, 
Art. V; approved March 12, 1921.) 

The Laws of 1919, Ch. 115, p. 230, provided that 
the State Tax Commission should consist of a chief 
tax commissioner who should be president of the 
commission and two associate commissioners who 
should be appointed by the governor. (Enlarged and 
reénacted by the Laws of New Mexico, 1921, Ch. 133, 
p. 229.) The Laws of 1921, Ch. 133, enlarged and 
reénacted this section including a provision that a 
biennial report of the State Tax Commission be sub- 
mitted to the Governor prior to the convening of each 
session of the legislature. 


The Laws of 1921, H. J. R. No. 41, p. 470; approved 
March 11, 1921, amended Art. VIII, Sec. 5, of the 





* The State Board of Equalization issued no reports, but did print 
copies of its semi-annual Proceedings.’’—Letter from the New 
Mexico Law Library, Santa Fe, New Mexico, dated December 1%, 
1939, 

The first meeting of the State Board of Equalization was held 
in Santa Fe on February 27, 1912, but there is no record of any 
published proceedings.—Ibid. 

Bowker’s State Publications, New York, 1905, at p. 571 carries 
the following statement: 

1897-98 to 1900-1902, Biennial Report of Board of Equalization. 
Note Report 1897-98 is called merely ‘‘Board of Equalization, 48th 
& 49th Fiscal Years.’’ 1899-1900 is called Report of January, 1°0!, 
meeting. 1900-02 is for biennium ending November 30. 
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Constitution and repealed by implication the State 
Board of Equalization which this section formerly 
provided for. 


The 1933 Laws, Ch. 85, p. 148, provided that the 
State Tax Commission should administer the tax pro- 
vided in this law which was the income tax. 


Reports of New Mexico State Tax Commission 


Place & Date No. of 
of Pub. Report 
n. p., n. a. Ist 


Year Period Covered 


1915-16 Mar. 15, 1915- 
Nov. 31, 1916 
1917-18 Nov. 30, 1916- se a 2nd 
Nov. 30, 1918 
1918-"20 Nov. 30, 1918- 
Nov. 30, 1920 
1921-°22 Dated 
Dec. 15, 1922 
1922-'24. For yrs. 
1922, 1923, 1924 
Dated a i 5th 13 p 
Jan. 6, 1925 
1925-'26 Period ending 
June 30, 1926 
Dated Santa Fe, n.d. 6th 
Dec. 20, 1926 
1926-28 July 1, 1926- 
June 30, 1928 
Dated = = "2 7th 
Dec. 22, 1928 
1928-30 July 1, 1928- 
June 30, 1930 
1930-32 July 1, 1930- 
June 30, 1932 
Dated 
Mar. 1, 1933 
1932-’34 July 1, 1932- = “i = 10th 
June 30, 1934 
1934-"36 July 1, 1934- 
June 30, 1936 
Dated os si = lith 
Jan, 2, 1937 
1936-"38 July 1, 1936- 
June 30, 1938 
Dated = = 12th 
Dec. 15, 1938 
1938-"40 July 1, 1938- - si 7 13th 
June 30, 1940 


Paging 
135+(1) p 


130+(2) p 


Santa Fe, n.d. 3rd (4)+5-162 p 


a. p, 2. da. 4th (4)+5-118 p 


(1)+5-55 p 


(3)+5-156 p 
Las Vegas, n.d. 8th 74p 


Santa Fe, n.d. 9th (2)+5-71 p 


(1)+5-102 p 
(2)+5-93 p 


(4)+5-122 p 


(3)+5-142 p 


Bureau of Revenue* 


In 1935, a Bureau of Revenue was created which 
had the powers and duties of the State Comptroller 
with respect to motor vehicles and with the licensing 
thereof and with the State Comptroller with respect 
to the collection and distribution of the gasoline tax, 
the powers and duties imposed on the State Tax Com- 
missioner and the State Treasurer with respect to the 
income tax; and also the administration of the Emer- 
gency School Tax Act and the License and Occupa- 
tion Taxes on retail dealers in merchandise and the 
administration of the tax on alcoholic liquors. (1935 
Laws, Ch. 9, p. 16.) The New Mexico Compensating 
Tax Act of 1939 likewise placed upon the Bureau of 
Revenue the powers and duties necessary to enforce- 
ment of the act. (Laws of 1939, Ch. 94, p. 175.) 


—_——_. 


* “Various divisions of the Board of Revenue . . . make monthly 
mimeographed reports of a statistical nature; other divisions do 
not. No comprehensive reports covering the Bureau as a whole have 
appeared.’’—Letter from New Mexico Law Library, Santa Fe, New 
Mexico, dated December 18, 1939. 

“Other divisions of the Board of Revenue are the Compensating 
Tax Division, Gasoline Tax Division, Income Tax Division, School 
Tax Division, and from 1935 until 1939 there was also a Port of 


Entry Division. None of the other divisions has published any 
reports.’’—Ibid. 
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Reports of Division of Liquor Control 


Place & Date No. of 
Year Period Covered of Pub. Report Paging 
1936-38 25th & 26th 
fiscal yrs. n. p., a. a 2nd ** 23 p 
1939-"40 27th & 28th 
fiscal yrs, i wid 3rd 20 p 
** “First Biennial Report never printed.’’ — Letter from New 


Mexico, Law Library, Santa Fe, New Mexico, dated March 13, 1941. 


Kentucky Notes 


The Kentucky department of revenue is gratified that 
requests for county accounting help are so numerous. 
The department recently prescribed a modern system 
of records for counties and advised that it would aid 
such counties as wished immediately to make an in- 
stallation. Before the first installation, several other 
counties, rich and poor, had asked for aid. Facilities 
will be taxed. 


The announced policy will be to initiate the new 
system only as the state officials can supply service 
to assure each local government’s getting properly 
under way. After initial assistance, the department 
contemplates sending its experts periodically to each 
county undertaking to keep the complete records, so 
that the local officials may avoid procedural errors 
that might embarrass them and damn the record- 
keeping plan. 

The new accounts will give counties control over 
their budgets on the basis of accruing expenses when 
funds are encumbered—not when disbursements are 
made. Through local reports, the department of rev- 
enue will be able also to maintain a periodic check of 
budget operations on a more satisfactory basis than 
has been possible under the cash records heretofore 


common. 
x ok Ox 


The Twenty-Second Annual Report (1939-’40) of 
the Kentucky department of revenue makes an added 
step forward in using modern methods of conveying 
factual data regarding the revenue system and its 
operation. It provides in non-technical language pre- 
sented in attractive form and through varied mediums 
the sort of exact information a taxpayer should have. 
In the first half a dozen pages the significant facts 
about the tax and license revenues are shown in tabular 
and chart form. This is followed by a lucid summary 
of legislative and judicial developments. In the third 
and fourth sections, the report explains clearly and 
objectively the plan and results of operations in tax 
administration and in other activities respectively. 
It is noteworthy that administrative cost data (ex- 
penses are 1.05 per cent of the revenue collected on 
the average) are the product of a definite cost account- 
ing plan, not merely of a division of disbursements by 
appropriations.—James W. Martin. 
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Cases 

We take great pleasure in noting the Lerner Stores 
Corporation victory in the Second Circuit on March 24 
(414 CCH J 9314). Inreversing the Board of Tax Ap- 
peals (see our January issue, page 42) Judge Swan said: 
“The correction of such a clerical mistake can not thwart 
the purposes of the statute or injure the government. The 
statute did not contemplate that the computation of taxes 
would be based on clerical mistakes.” 
But the government cites the Riley case, and may still 
win in the Supreme Court. 


Take Your Losses Promptly 


We don’t like to collect unpleasant statistics. So 
we have no figures to show in just how many reported 
cases taxpayers lose because they have deferred tak- 
ing losses. But those are plenty—too many. On last 
December 31 there was the case of Sweigard, Eastern 
District of Pennsylvania, from which we quote: 

“The question is not what the plaintiffs thought about their 
stock, but what the fact was.” (414 CCH J 9289.) 

In other words, these people, like many others, were 
incurable optimists. A corporation went bankrupt in 
1933, and they waited till 1935 to claim the loss for 
tax purposes. A similar case in the same court was 
(414 CCH J 9304.) 

There used to be a lot of taxpayers who would 
juggle around losses so that they could get the maxi- 
mum tax benefit from them. The revenue agents, backed 
by the BTA, have pretty well stopped that. But there 
still remain a lot of people who won’t face facts. We 
are peculiarly sensitive to deferment of loss-taking, 
and not without sin in that respect. For the fact is 
that our good dad was incurable in that way, entirely 


that of Arimel on February 15. 


Lewis Gluick, C. P. A., Shop-Talker 
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aside from taxes, and it took us a while to learn that 
it was one thing that we should not imitate. He kept 
obsolete machinery in his factory for years, because 
he could not bear to sell for scrap iron something that 
had cost him thousands, and that was still in running 
order. It cost him rent for space he could not use, or 
could have filled with modern machinery. He made 
his bookkeeper carry old outlawed receivables, be- 
cause he “knew Mr. So and So was honest and would 
pay if he could,” etc. 

Of course the world needs optimists, now as never 
before. But taking a book loss at the first chance is 
good business. You can’t lose. If you don’t take it 
on time, you may never get a tax benefit. If you take 
it too soon, Ira will correct you, and you can take 
it later. 


The Right Name 


You readers and your clients are all taxpayers. It 
is your money which supports the armed services. 
You ought to know more about them; and at least 
not make big mistakes about what you do know. 
There is no easier way of annoying a Naval officer 
than to say to him, “You are an Annapolis graduate?” 


Let’s get this straight. Annapolis is a city, one 
of the oldest in the country, with a history it can 
rightfully be proud of. Anyone can walk up to any 
railroad ticket office and say, “I want to go to Annap- 
olis,” and if he has the price of the ticket, he can go. 
It takes a darn good young man to go to the Naval 
Academy, which has as it’s address, Annapolis, 
Maryland. 

And lest you fall into a less common error of think- 
ing that the Naval Academy is the only college in the 
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capital city of the Free State, be informed that 
St. John’s College has a reputation of having the 
highest educational standards, with rigidly restricted 
enrollment. 

Continuing, we want to talk about the U. S. Marine 
Hospitals. The confusion there is in an Act of Con- 
gress, though why the Treasury department, under 
which they come, fails to get the necessary changes 
made is a question we cannot answer. Actually these 
hospitals are, or were originally, for U. S. Mariners, 
that is merchant sailors, and for the Coast Guard. 
These hospitals have no more to do with the U. S. 
Marine Corps than they have with the Army. The 
medical service of the Marine Corps is the U. S. Navy 
Medical Corps, under all but exceptional circumstances. 

os 
Reading Notes 

The N. Y. C. P. A. for March contains an article by 
Charles Hecht on practice and procedure respecting 
New York City Special Taxes. These taxes are a 
nuisance to all, but especially to those practitioners 
outside the state who are not in constant contact with 
them. Of course, if you have the CCH State Guide 
Service you will not go astray, but Mr. Hecht’s article 
will help anyone. 

The same publication also contains an article by 
M. J. Davis, who states, “I am neither an accountant 
nor a lawyer,” and then goes on to analyze the tax 
effects of bankruptcy procedure in a manner to indi- 
cate he knows enough to be both. 

That grand oldtimer, Robert H. Montgomery, who 
is both has just had published the 6th edition of his 
famous Auditing. As usual the Ronald Press published 
this “Auditor’s Bible”. The “Colonel” is in the biblical 
postgraduate class, but his book is as modern as a 
printing-calculator. 


Language 

How many of you remember that rousing male 
chorus from a movie of a few years ago, the words 
of which go: 

“We joined the Navy to see the world 
“And what did we see? 
“We saw the sea.” 

We hope the Ascap difficulties will soon be settled so 
we can hear it again. We think that, excepting some 
of Gilbert and Sullivan’s (e. g., “The March of the 
Peers” from Jolanthe) no male chorus has a better 
combination of truly fine music and banal words. If 
we were to sing it at present we would say, for the 
third line, “Anything but the sea.” 

As we write this we are under orders to another 
billet, just about as far removed from the ocean as one 
can get and stay in the U. S. And because of the 
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stress and strain of 


(a) moving, 

(b) settling in a new place, 
and our horror of being late for a dead-line, we are 
writing this long in advance. We will have more cases 
for you next month. 

The April Journal of Accountancy is before us as we 
write. We want to call your particular attention to 
page 351 where the effects of social security taxes on 
hotels are noted, and to page 290 where there is an 
editorial on the latest excess profits tax amendments. 

As usual, we enjoyed Mr. Richardson’s department, 
“This Blessed Language”. Even when we disagree 
with him, we enjoy his writings, and trust you read- 
ers feel the same towards us. We quote: 


“In confusion of many words there is often a semblance 
of profundity. Lawyers have been known to employ two 
words when one would have served better the cause of clarity.” 


As an example of lawmakers, if not lawyers, con- 
fusing with many words consider this in the Amended 
Excess Profits Act, Section 722(e) : 


“Tf the application is not filed within six months after the 
date prescribed for the filing of the return, the application 
of this section shall not reduce the tax otherwise determined 
under this subchapter by an amount in excess of the amount 
of the deficiency finally determined under this subchapter 
without the application of this section.” 


We are waiting for some of the editors who pre- 
pare the CCH Rewrite service to tell us just what 
this means, with a concrete example. Our own poor 
intellect can’t figure it out.* 

Isaac Anderson, who reviews books for the New 
York Times, wrote in reviewing a Mystery Thriller 
on March 30, “Isn’t there enough horror in the book 
without murdering the King’s English ?” 


Radio 


There is nothing new about tax broadcasts in early 
March. If done by an individual whose name and ad- 
dress are mentioned the Committee on Enrollment 
and Disbarment will take notice of it. (See Treasury 
Circular 230.) If done by a local Bar Association or 
CPA Chapter, the Commissioner will have agents 
tuned in too, but probably bless the broadcast ; some- 
times a collector will even participate. 

As an example of just how it should be done, to be 
saved till next season, you should ask for a script 
used by the New York State Society of CPA’s in 
April. (Address 15 East 41st St., New York City.) 


As an example of “what have you” we present the 
following: 


Mrs. Frontanbac Makes Her Return 
Announcer: This may sound like a Bob Hope script. 


Maybe it will be one some day. We don’t ask you to 
believe it, even though we do feel that something very 





* See Reg. 109 Revised, 413 CCH { 5142D, 5142E. Ed. 
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much (if not 100% exactly) like it did happen last 
March 15. The contributing steno, secretary to a 
busy, but busy, accountant, heard the start of the phone 
conversation, tuned in, and practiced her Gregg. 

A; “So you're a friend of Cousin Henry. No, I 
haven’t seen the old bum, no boy, in five years. What 
can I do for you?” 

Mrs. Frontanbac: “Well, I’m at my hairdresser’s, 
getting a permanent; such a bore you know, even though 
Emil isa dear. So I brought along my income tax blank, 
and am trying to make it out. Such a nuisance, you 
know, and | remembered meeting your cousin in 
Havana, he bought me a lovely Daquiri,—telling (4. 
(aside): He would!) me how smart you were, so 
Emil brought me the red book, and I looked under ac- 
countants and there you were. Aren’t I clever? 

A (aside): “Yes, damit—(into phone)—Please, 
Mrs. Frontanbac, this is my busy day. What can | 
do for you?” 

Mrs. F: “You can listen for just a few minutes 
longer. I assure you it won’t take any time at all. 
You see, I don’t know about these dependents. I’ve 
so many. There’s my daughter, of course I get her. 
She’s so sweet, too bad you’re married, or didn’t | 
understand Henry right? Isn’t it lucky she won't be 
twenty-one until next week, so I can still take her 
exemption. And then there’s Mari, she’s my maid, and 
you never saw anyone so utterly dependent on me as 
she is.” 

A: “But a maid isn’t a dependent for tax purp—”’ 

Mrs. F: “Tut, tut, Mr. A; if you interrupt like 
that, I’ll be taking more of your valuable time than 
you can spare; I promised you it would be only a 
few minutes, and I am a woman of my word.” 

A (Aside): The plural would be more accurate. 
(Into phone) Okay, go ahead, but a servant is not a 
dependent.” 

Mrs. F: “Please don’t contradict me. I’ve taken her 
for years. I found her in Bohemia the summer my 
first husband and I were in Baden-Baden, and | 
brought her home with me. And then there’s Folly, 
the poodle I brought back from France in 1939, just 
befure this horrid war started. Wasn’t that thrilling?” 

A: “Please proceed Mrs. Frontanbac.” 

Mrs. F: “Emil told me dogs can’t be taken as de- 
pendents. Is that right?” 

a: "Fest 

Mrs. F: “But of course that isn’t the main ques- 
tion. You see, last winter in Havana I met such a 
lovely Cuban, in fact it was your cousin who intro- 
duced me to Don Manuel 


A (aside): “He would!” 
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Mrs. F: “He taught me the rhumba, and then he 
followed me to Miami and up to New York. Poor 
fellow was so infatuated with me, he spent all his 
money trying to be near me; and when I offered to 
pay his fare back to Cuba he cried, actually cried. 
Did you ever see a strong man cry, Mr. A?” 

A: “No! (to steno) But you will if this keeps up.” 

Mrs. F: “So now he’s still here in New York and 
he can’t get a job except teaching rhumba at a dance 
hall, so degrading for a proud caballero, and I prac- 
tically support him. Now there’s no doubt at all he’s 
a dependent, but I don’t think it would be quite polite 
to him to list him on the tax return. 
he would resent such publicity.” 

A: “You’ve got something there.” 

Mrs. F: “What was that?” 

A: “Never mind. Just telling my secretary not 
to disturb me. Go ahead. (Aside) Don’t miss a 
word of this; it’s getting good.” 

Mrs. F: “Besides that, if I remarry, I lose hali 
my husband’s estate. Now since I support Manuel 
but don’t marry him, in order to keep my full income, 
may I take him off as a business expense? Hello 
Hello! Mr. A! What was that?” 


Steno: “Sorry, Mrs. Frontanbac, Mr. A has fainted. 
sut the answer is ‘No.’”’ 


He’s so proud, 


Written on the Santa Fe “Ranger” Easter Sunday 

Encountered our first 2% sales tax on a dining car 
check at lunch today. 

The U. S. Weekly, dated April 11, has, on page 42. : 
brief but powerful article on the inequalities of the 
excess profits tax. 

* OK O* 

There was a curious item about taxes in the New 
York Times of March 16. A salve manufacturer in 
Haverford, Pennsylvania, took a $300,000 income tax 
rap rather than permit revenue agents to examine his 
purchase records. He said that they would discover 
the secret formula out of which he had made a fortune. 

The other was the report of a recent Gallup Poll 
regarding taxes. Briefly, the average voter thinks 
that the little fellow pays more than he does and a 
rich man pays a great deal less, but that both of them 


should pay twice as much as they do. 
+ * * 

One of the most interesting things in newspapers 
is to see the variations in news values. Paper A puts 
on page 6 what paper B puts on page 1. A paper in 
Podunk gives a stick to a happening; a paper in Swee- 
dunk, a column. But when the world’s greatest news- 
paper gives a story a whole column of its Sunday front 


page, plus another inside column, it’s news. Hence we 


quote the headline from the New York Times of 


March 23: “CONNECTICUT LURE OF SMALLER 
TAXES HITS WESTCHESTER.” 
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1941 Revenue Proposals 


Hearings on 1941 revenue proposals continue before 
the House Ways and Means Committee. Among the 
tax experts recently heard was John L. Sullivan, 
Assistant Secretary of the Treasury, who proposed a 
broadening of the excess profits tax base in order to 
reach the increased corporate profits due to defense 
activity. He also advocated that the average earnings 
method of tax computation be drastically revised in 
order to minimize the credit allowed. Further, the 
Assistant Secretary said that the Treasury was not 
averse to an increased tax on certain durable goods. 


Price Control Director Leon Henderson and Chair- 
man Marriner Eccles of the Federal Reserve Board 
have also testified in a vein similar to that of 
Mr. Sullivan. 


Income per Capita Highest Last Year in District of 
Columbia, Connecticut, New York 


The District of Columbia, Connecticut, New York, 
Delaware and Nevada, in the order named, received 
the largest per capita incomes in 1940, wth averages 
ranging from $1,179 to $771, according to a study of 
national income by states and regions just completed 
by the Division of Industrial Economics of The Con- 
ference Board. 


Only the District of Columbia and three Southern 
States—Virginia, South Carolina and Louisiana—ex- 
ceeded their 1929 per capita incomes last year. Four 
other states—Indiana, Minnesota, North Carolina and 
Georgia—almost equaled their 1929 averages. 





Per capita incomes for the four leading states accord- 
ing to the Board’s survey were: Connecticut, $818; 
New York, $816; Delaware, $780; and Nevada, $771. 
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Fifteen other states enjoyed per capita incomes above 
the average for the country as a whole, which amounted 
to $546. These were Massachusetts, California, New 
Jersey, Illinois, Rhode Island, Wyoming, Ohio, Michi- 
gan, Washington, Maryland, Pennsylvania, Oregon, 
Wisconsin, Montana, and Minnesota. 

Mississippi received the smallest per capita income, 
amounting to $198, as compared with $129 in 1933 and 
$269 in 1929. Arkansas’s per capita was next to lowest 
at $248, against $296 in 1929. 

The top four states and the District of Columbia 
received widely varying proportions of the total in- 
come, from 0.1 per cent for Nevada and 0.3 per cent 
for Delaware to 15.3 per cent for New York. The 
District of Columbia’s share was 1.1 per cent, and 
Connecticut’s, 1.9 per cent. 


The Middle Atlantic States of New York, New Jer- 
sey and Pennsylvania ranked first on a regional basis, 
their incomes last year averaging $717 per person. 
The Pacific States of Washington, Oregon and Cali- 
fornia were next, with a per capita of $692, and were 
followed by the New England States, which had an 
average income of $659 per capita. Only one other 
region, the East North Central (comprising Ohio, In- 
diana, Illinois, Michigan and Wisconsin) had a per 
capita above the $546 level for the country. 
come amounted to $611 per person. 


Its in- 


In absolute terms, New York’s share continues to be 
much greater than that of any other state, and in 1940 
it amounted to $11 billion of the country’s total real 
income of $72 billion. The states next in order are 
Pennsylvania, which received about $5.9 billion, or 
8.2 per cent of the total; Illinois, with $5.3 billion, or 
7.4 per cent; California, with $5.1 billion, or 7.0 per 
cent; and Ohio, with $4.2 billion, or 5.8 per cent. 
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The states receiving the smallest amounts were 
Nevada, with $85 million; and New Mexico, with $195 
million. 

Regionally, the Middle Atlantic States received the 
most, its share having amounted to $19.7 billion, or 
27.5 per cent of the country’s total. The East North 
Central was second, with $16.3 billion, or 22.6 per 
cent. Next were the South Atlantic region, with 
$7.4 billion, or 10.4 per cent; the Pacific region, with 
$6.7 billion, or 9.4 per cent; the West North Central 
region (Minnesota, Iowa, Missouri, North Dakota, 
South Dakota, Nebraska and Kansas), with $6.3 billion, 
or 8.8 per cent; and the New England States, with 
$5.6 billion, or 7.7 per cent. The remaining regions 
—the West South Central, East South Central and 
Mountain—each received less than $5 billion. 

While there has been little shifting of either income 
or population as between the areas east and west of 
the Mississippi from 1919 to 1940, according to the 
Board’s study, significant changes have occurred within 
the regions comprising these two areas. Singling out 
the Pacific and the South Atlantic regions for par- 
ticular comment, the Board finds that the Pacific 
region “has moved steadily forward inter-regionally 
and now receives 9.4 per cent of the nation’s income, 
compared with 6.8 per cent in 1919.” Within the 
region, California’s record is the most noteworthy, 
that state now receiving 7.0 per cent of all national 
income, as against 4.4 per cent in 1919. The New 
England States together, the Board observes, last 
year received not much more than California alone 
did. 

The Board states: 

“During the past decade, the South Atlantic area has also 
bettered its position relative to national levels. The area’s 
share of income reached 10.9 per cent in 1919 as a result of 
localized war production, but then fell off in the first post-war 
decade to a low of 8.5 per cent in 1929. Last year the region 
received one-tenth of all income. Most pronounced in growth 
over the period has been the percentage of income received 
by the District of Columbia, 0.6 per cent in 1919, and 1.1 per 
cent in 1940. Almost a parallel record of growth for the years 
compared is indicated in Florida, from 0.7 per cent to 1.2 
per cent.” 

For the area east of the Mississippi little change is 
reported in the percentages of population and of in- 
come received between 1919 and 1940. In 1940 this 
area received 72.3 per cent of all income and had 
69.3 per cent of total population. In 1919, the cor- 
responding percentages were 71.3 and 70.0. The Board 
points out, however, that the regions moving up most 
sharply in the income scale reported the sharpest 
increases in population. 

Compared with 1939, every state except Mississippi 
showed gains in realized income. Kentucky’s gain 
was the highest, tentatively set by the Board at 11 
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per cent, and Connecticut’s portion increased 8.5 per 
cent. New Hampshire’s gain was the smallest, 0.4 
per cent. All-time highs were registered by North 
Carolina ($1,088 million), Indiana ($1,830 million), 
Minnesota $1,543 million), Louisiana ($921 million), 
Nevada, and the District of Columbia. 

The Board cautions that states reported as having 
the highest per capita incomes may have their figures 
inflated to some extent by the inclusion of incomes 
earned by persons working, but not living, in those 
particular states. This “inflation” would also apply 
to the District of Columbia, which is credited with 
the incomes of many persons who actually reside in 
Virginia or Maryland. 


Excise Tax Collections 


Federal and state excise and sales taxes on motor 
vehicles and parts, tires and inner tubes, and motor 
fuels and lubricants have yielded tax revenues of 
$13,143,000,000 since 1930, or an average of one and a 
quarter billions of dollars per year, according to the 
Bureau of the Census. 

Federal manufacturers’ excise taxes for the last 
eight years, 1933-1940 inclusive, on motor vehicles, 
parts and accessories, tires and tubes, gasoline and 
lubricants have totaled $2,422,000,000, an average of 
$302,600,000 per year. 

State collections of motor vehicle fuel taxes during 
the last eleven years, 1930-1940 inclusive, have totaled 
$6,964,400,000, while receipts for motor vehicle licenses 
and drivers’ licenses during the same period totaled 
$3,756,600,000. The combined total for these two 
categories of state taxes was $10,721,000,000, an aver- 
age of $974,633,000 a year. 

The Census Study shows that New York led in 
state collections for motor fuel taxes with a 1940 
total of $70,931,000. Pennsylvania ranked second with 
$57,008,000, Ohio third with $51,428,000, California 
fourth with $51,144,000, and Texas fifth with 
$45,948,000. 

New York also led in total collections in 1940 for 
motor vehicle licenses with $50,950,000. The others 
among the five ranking states were, in order and 
amount, Pennsylvania, $37,464,000 ; Ohio, $28,318,000 ; 
Illinois, $24,187,000 ; and Michigan, $22,125,000. 


Defense Program May Cause Shifts in 


Regional Income 


The regional pattern of national income was not 
significantly altered in 1940 by the defense program, 
but the concentration of defense contracts in certain 
areas may be a major factor in changing the state 
distribution of national income in 1941, according to 
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an analysis made by the Division of Industrial Eco- 
nomics of The Conference Board. 

The most pronounced prospective shift is a sharp 
increase in the Pacific Coast States. Within a period 
of nine months, California, Oregon and Washington 
have received almost one-sixth of all national defense 
contracts awarded, whereas in 1939 the three states 
together accounted for only 6.5% of the national value 
added by manufacture and in 1940 accounted for only 
7.4% of the population and 9.4% of the national in- 
come. As compared with a total of $1.6 billion of 
value added by manufacture in 1939, the Pacific Coast 
States have already received almost $2 billion in de- 
fense contracts. 


As in the last war, the South Atlantic area also 
appears to be entering a period of expansion which 
should continue to improve its position in the regional 
ranking of income received. This region has been 
awarded 13.6% ($1.6 billion) of all defense contracts 
to date, whereas in 1939 it reported only 9% ($2.2 
billion) of the total value added by manufacture. 
More than half the value of defense contracts awarded 
in the area, however, is for ship construction, which 
will be spread over a period of years. 

High degrees of concentration of defense awards 
relative to net manufacturing output also exist in 
New England and in the Middle Atlantic States. To 
the extent that the regional distribution of defense 
contracts changes the regional income pattern, the 
central areas seem likely to lag, although there are 
two factors that will probably serve as offsetting in- 
fluences. First, a high percentage of defense plant 
contracts is being awarded to interior areas for stra- 
tegic reasons, and when these plants get into produc- 
tion the regional income will increase. Second, the 
demand for non-manufactured products, including 
agricultural commodities, will probably increase. 


Statistics of Income 


Secretary of the Treasury Morgenthau has made 
public preliminary statistics of individual income tax 
returns and taxable fiduciary income tax returns for 
1939 filed in the period January through June, 1940, 
prepared under the direction of Commissioner of In- 
ternal Revenue Guy T. Helvering. 

The returns for 1939 are filed under the provisions 
of the Internal Revenue Code, as amended by the 
Public Salary Tax Act of 1939 and by the Revenue 
Act of 1939. The major change provided by this Code 
as amended, as compared with the provisions of the 
Revenue Act of 1938 under which the returns for 1938 
were filed, is the imposition of the federal income tax 
on the compensation for personal service received 
after December 31, 1938, as (1) an officer or employee 
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of a state, or any political subdivision thereof, or any 
agency or instrumentality of any one or more of the 
foregoing, and (2) a judge of a United States’ court 
who took office on or before June 6, 1932. 


The statistics are taken from the returns as filed by 
the taxpayer, and prior to any revisions that may be 
made as a result of audit by the Bureau of Internal 
Revenue. Amended returns and tentative returns are 
not included in the tabulations. Data from all taxable 
fiduciary returns, from individual returns with net 
income of $5,000 and over, and from certain individual 
returns with no net income are tabulated from each 
such return. Data for individual returns with net 
income of less than $5,000 are partly estimated and 
partly tabulated. Data for non-taxable individual re- 
turns with net income and for individual returns with 
no net income are included because of certain legal 
requirements regarding the filing of returns. 


Number of Returns—Net Income and Tax 


The total number of returns is 7,568,772, of which 
7,426,315 are individual returns with net income, 61,389 
are taxable fiduciary returns with net income and 
81,068 are individual returns with no net income. Of 
the 7,487,704 returns showing a net income of 
$22,289,851,731, there are 3,896,607 taxable individual 
and fiduciary returns and 3,591,097 nontaxable in- 
dividual returns. The total tax is $910,814,088, of 
which $590,911,107 is the normal tax and surtax re- 
ported on 3,888,331 taxable returns with no alternative 
tax, and $319,902,981 is the alternative tax reported on 
8,294 returns with alternative tax. Eighteen in- 
dividual returns with no net income show alternative 
tax. The average tax is $122 for all returns with net 
income and $234 for taxable returns with net income. 
The effective tax rate is 4.1 per cent for all returns 
with net income and 5.9 per cent for taxable returns 
with net income. 


As compared with preliminary data for 1938, the 
total number of returns increased 1,412,916, or 23 per 
cent; the number of taxable individual and fiduciary 
returns increased 901,567 or 30.1 per cent; the num- 
ber of nontaxable individual returns increased 511,349, 
or 16.2 per cent. Aggregate net income increased 
$3,625,794,799, or 19.4 per cent, the net income on 
taxable individual and fiduciary returns increased 
$2,835,551,244, or 22.5 per cent, and the net income on 
nontaxable individual returns with net income in- 
creased $790,243,555, or 13.1 per cent. The total tax 
liability (including for this comparison the alternative 
tax on individual returns with no net income) in- 
creased $147,364,413, or 19.3 per cent.’ 


1 The total tax liability, as published in the ‘‘Preliminary Report 
for 1938, Individual Income Tax Returns and Taxable Fiduciary 
Income Tax Returns’’, has been revised. The correct amount is 
$763,449,675 instead of $764,724,215. 
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The Insurance Plan of Estate Protection 
As Influenced by the Federal Gift Tax Law 


[Concluded from page 342] 


To illustrate my point let me again refer to the 
estate of Mr. U. Let us assume Mr. U to be at the 
age of 49. He may set aside yearly a proportionate 
amount of the anticipated shrinkage in his estate at 
death. This will be computed in the case of Mr. U 
in the following manner: He has a life expectancy 
of 24.54 years. The ratio of depreciation in his estate, 
as represented by the expense factors which we have 
estimated to accrue at his death, is 23%, but to simplify 
calculations we shall assume the depreciation is 24.54% 
at death. That means that 1% of his total estate of 
$800,000 or $8,000 per year may be set aside for the 
purpose of meeting that estimated shrinkage at death. 
At an average premium for ordinary life insurance at 
$40.00 per thousand at his present age, let us com- 
plete our calculations in this way. If we set up the 
first $40,000 of his present insurance so that it will be 
free from tax, then the net cash from the total of 
$125,000 will be $105,000. His present net premium 
outlay, for this insurance, is $4,000 per year. The 
average price per thousand, of course, is less than 
that required for the purchase of additional insurance 
at this time. However, the balance of $4,000 remain- 
ing out of the $8,000 which we suggested be set aside 
each year for the purpose of meeting estimated estate 
shrinkage will purchase $100,000 of additional insur- 
ance. Deducting taxes estimated to accrue on this 
sum, the net available at Mr. U’s death will be $71,000. 
Adding this sum to the net of $105,000, the total net 
available at Mr. U’s death will be $176,000. That will 
not be quite enough to meet bills estimated at $186,000 ; 
but do not forget that by removing $40,000 of the 
original $125,000 to a tax-free status, we have reduced 
the ultimate bill against Mr. U’s estate by $12,500. 
In fact, the estate needs are now $173,500 rather than 
$186,000. Mr. U’s cash situation is therefore sufficient 
for his estate needs. He should, however, be made to 
realize that estate expenses will be larger before they 
are smaller and that it, therefore, will be to his ad- 
vantage to anticipate those greater needs now. We 
may properly suggest that he devote 14% of the total 
amount of his $800,000 estate, or $12,000 per annum, 
for amortization purposes. If he agrees, he may pur- 
chase $200,000 additional insurance instead of $100,000. 
After taxes the net cash available from $200,000 addi- 
tional insurance will be $124,000. Add this to the 
previous net of $105,000 and the total cash available 
at death will be $247,000. Of course, after Mr. U had 
transferred $40,000 of his original life insurance to a 
tax-free status, his gross estate was reduced to an 
amount less than $800,000 and under these circum- 
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stances 114% of the gross estate would be less than 
$12,000. For the purpose of pointing out the prin- 
ciple of the matter, however, it is not necessary to be 
absolutely perfect in our calculations. 


By assuming then that Mr. U is willing to purchase 
the $200,000 of new insurance and adding the net of 
$142,000, after estate taxes, to the previous net of 
$105,000, then the total cash available at Mr. U’s death 
will be $247,000. This will be none too much. In 
fact it is very evident that it is going to be too little 
especially in view of the fact that he will inherit, as 
was pointed out earlier, approximately $2,000,000 from 
the estate of his mother. The rate for the $100,000 
excess insurance which it is suggested that he pur- 
chase now certainly will be much more favorable than 
it will be at a later date. 


You may well raise the question as to why a man 
should buy and continue to buy life insurance which 
he knows is going to be subject to tax. But in de- 
fense, | immediately raise the question, why shouldn't 
he do it? He knows that depreciation is going to take 
place. If he wants to cover it, how else is he going to 
doit? Ifhe actually goes along from year to year and 
sets aside $8,000 in a savings account and does not 
fall down on his plan, then he is going to create the 
same amount of money that we set up through the 
life insurance immediately he makes the first deposit. 
Even then, that same $200,000 in cash will be subject 
to the same depreciation as in the life insurance which 
he purchased 24.54 years before. In the meantime, he 
has guaranteed to himself and to his family the fact 
that should he not survive his expectancy the deprecia- 
tion will be wiped off. 

I think that we must recognize in our work that the 
services we now demand of our government and the 
protection we urge it to provide for us must be paid 
for in proportion to our respective abilities to pay. 
Life insurance has always been the best known method 
of meeting estimated obligations remaining at death. 
I know of nothing that has happened to obviate the 
function of life insurance in this respect. 


Tax Status of Will Compromise 
Agreements 


[Concluded from page 352] 
claim as an heir is taxable income.’® The Supreme Court, 
although recognizing that a conflict existed in the various 
state courts, held that property received by an heir pur- 
suant to a will compromise is exempt from income 
tax. The Supreme Court stated that Congress did not 
intend that state law be controlling, because state law 
may control only when the federal taxing act by ex- 





10 Lyeth v. Hoey, note 7, supra. 
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press language or necessary implication makes its 
operation dependent upon state law. In this connec- 
tion Mr. Chief Justice Hughes in delivering the 
opinion of the court stated that: 

“In exempting from the income tax the value of property 
acquired by ‘bequest, devise or inheritance,’ Congress used 
comprehensive terms embracing all acquisitions in the devolu- 
tion of a decedent’s estate. For the word ‘descent,’ as used in 
earlier acts, Congress substituted the word ‘inheritance’ in the 
1926 Act and the subsequent revenue acts as ‘more appro- 
priately including both real and personal property.’ Thus the 
acquisition by succession to a decedent’s estate whether real 
or personal was embraced in the exemption. Further, by the 
‘estate tax’ Congress has imposed a tax upon the transfer of 
the entire net estate of every person dying after September 
8, 1916, allowing such exemptions as it sees fit in arriving at 
a net estate. Congress has not indicated any intention to tax 
again the value of the property which legatees, devisees or 
heirs receive from the decedent’s estate.” 

In other words, the Supreme Court indicated that in 
dealing with Congressional intention, it is the will of 
Congress which controls, and the expression of its 
will, in the absence of language evidencing a different 
purpose, should be interpreted “so as to give a uniform 
application to a nation-wide scheme of taxation.” !! 
The exemption provisions of the income tax law 
should not be available in some states and denied in 
other states due to the differing views of the state 
courts. 





11 Burnet v. Harmel, 287 U. S. 103, 53 S. Ct. 74, 3 ustc § 990. 
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Congress in establishing the exemption rule and such 
intention should prevail. 

Although the Supreme Court held specifically that 
the exemption would apply to a disinherited heir, | 
am of the opinion that the same rule would of necessity 
apply where a stranger to the decedent, named in a prior 
will, receives property, or a sum of money, pursuant toa 
will compromise agreement. Although, it is extremely 
difficult to accept the theory that a stranger takes by way 
of inheritance from the decedent in will compromise 
agreement situations, this objection is not too 
serious since the obvious implication to be drawn 
from the language of the court is that uniformity of 
exemption as evidenced by Congressional expression 
rather than a fictional theory of inheritance is the 
fundamental principle underlying the court’s decision. 


Conclusion 


In conclusion, it can be stated with certainty that 
the particular state law is controlling with respect 
to the inheritance tax status of will compromise agree- 
ments in the respective states. It is equally certain 
that for the present at least the state law is not con- 
trolling with respect to the exemption provisions of 
the Federal Income Tax Act. State gift taxes are 
comparatively new and therefore it is impossible to 
predict with certainty whether the gift tax is ap- 
plicable. State law is again the controlling factor. 
If persons taking under a will compromise agreement 
take by way of inheritance under the applicable state 
law then, of course, there would appear to be no legal 
basis for imposing a gift tax. If, however, pursuant 
to state law such persons do not take by way of in- 
heritance it is quite possible that a constitutional 
basis for subjecting the transfer to a gift tax is avail- 
able. It may not be long before we have an answer to 
this latter question. 





Taxes levied upon the petroleum industry and its prod- 
ucts during 1940 produced more than $1,500,000,000 
in revenue.—Tax Economics Bulletin. 


* 


“Judicial trends with respect to trade barriers are 
all in their favor; and the present personnel of the 
Supreme Court is not likely to show great enthusiasm 
in checking this tendency. I see no immediate pro- 
spect of effective judicial condemnation of trade bar- 
riers between the states, at least where such barriers 
take the form of taxation.”—Professor Robert C. 
Brown in “Tax Barriers to Trade.” 

x Ok OK 

Revenue of the states from income taxes, paid 
chiefly by persons having incomes of more than $30 
a week, was only one-third of the amount collected 
from state automotive levies.——American Petroleum 
Institute. 
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STATE TAX CALENDAR 


1941 JULY 1941 ° 


SUN. MON. TUE. WED. THU. FRI. SAT. } 


«nen 1239 4 5 Ve 


67 8 
13 1415 
20 21 22 
27 28 29 


ALABAMA 
July 1— 
Automobile dealers’ reports due. 
July 10—— 


Alcoholic beverage distributors’, retailers’ 
and wholesalers’ reports due. 
Automobile dealers’ reports due. 
Oil and gas conservation tax due, 
Tobacco use tax and reports due. 
July 15— 


Carriers’, warehouses’ and transporters’ 
gasoline tax reports due. 
Carriers’, warehouses’ and _ transporters’ 


lubricating oils tax reports due. 

Motor carriers’ mileage tax and reports 
due. 

July 20—— 

Automobile dealers’ reports due. 

Coal and iron ore mining tax and reports 
due. 

Gasoline tax and reports due. 

Lubricating oils tax and reports due. 

Motor fuel tax and reports due. 

Sales tax and reports due. 

Use tax and reports due. 


ARIZONA 

July 5— 

Alcoholic beverage licensees’ reports due. 
July 15— 

Gasoline tax and reports due. 

Gross income tax reports and payments 

due. 

Motor carriers’ tax and reports due. 

Use fuel tax and reports due. 
July 25— 

Motor fuel carriers’ reports due. 


ARKANSAS 
July 1 
Public utility gross earnings reports and 
fee reminders due. 
Tobacco dealers renew permits. 
July—First Monday—— 
Bank share tax reports due. 
July 10—— 
Alcoholic beverage reports and taxes due. 
Natural resources severance tax and re- 
ports due. 
Statement of purchases of natural re- 
sources due. 
July 15— 
Sales tax and reports due. 
Wine manufacturers’ reports and taxes 
due. 
July—Third Monday—— 
Bank share tax installment due. 
Property tax installment due. 
July 20— 
Gasoline tax and reports due. 





CALIFORNIA 
July 1—— 
Gasoline tax due. 
Insurance company premiums tax due. 


Oil and gas production tax due. 
Taxes due from public utilities trans- 
mitting money. 
July 15— 
Gasoline tax reports due. 
Gross receipts tax and reports due from 
motor carriers of property for hire. 
Sales tax and reports due. 
Use fuel tax and reports due. 
Use tax and reports due. 
July 20— 
Beer and wine tax and reports due. 
Motor carriers’ gross receipts tax due. 


COLORADO 
July 5— 
Motor carriers’ taxes due. 
July 10— 
Motor carriers’ reports due. 
July 15— 
Coal mine owners’ reports due. 
Coal tonnage tax and reports due. 
Income tax (second installment) due. 
Sales tax and reports due. 
Service tax and reports due. 
Use tax and reports due. 
July 25— 
Gasoline tax and reports due. 
July 31—— 
Property tax (second installment) due. 


CONNECTICUT 
July 1—— 
Gasoline tax due. 
July 15— 


Cable, car, express, telegraph, telephone, 
electric, gas, power and water company 
taxes due. 

Gasoline tax reports due. 

July 20— 
Alcoholic beverage tax and reports due. 


DELAWARE 
July 1— 
Express company taxes due. 
Franchise tax due. 
New Castle county property taxes due. 





Railroad tax (installment) due. 

Telephone and telegraph taxes due. 

Wilmington property taxes due. 
July 10— 

Bank share reports due. 
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July 15—— 
Filling stations’ gasoline tax reports due. 
Importers’ and manufacturers’ alcoholic 

beverage reports due. 

July 31 
Carriers’ gasoline reports due. 
Distributors’ gasoline taxes and reports 

due. 





DISTRICT OF COLUMBIA 
July 10—— 

Alcoholic beverage reports due from li- 
censed manufacturers, wholesalers and 
retailers. 

Beer reports due from licensed manufac- 
turers and wholesalers. 

July 15— 

Beer tax due. 

July 31—— 

Gasoline tax and reports due. 

Last day to make personal property re- 
turns. 


FLORIDA 
July 1—— 
Chain store license tax due. 
Franchise tax and reports due. 
July 10— 
Manufacturers’ and dealers’ alcoholic bev- 
erage reports due. 
July 15— 
Carriers gasoline reports due. 
Chain store gross receipts tax and reports 
due. 
Gasoline tax and reports due. 
Motor vehicle fuel use tax and reports due. 
Transporters’ and carriers’ alcoholic bev- 
erage reports due. 


GEORGIA 
July 1—— 
Insurance company premiums tax and re- 
ports due. 
July 10— 


Tobacco wholesale dealers’ reports due. 
July 15— 

Malt beverage tax and reports due. 
July 25— 

Gasoline tax and reports due. 


IDAHO 
July 1— 
Franchise license tax and statement due. 
Store tax due. 
July 10—— 
Beer dealers’ reports due. 
July—Second Monday—— 
Car company reports due. 
July 15— 
Electric power company taxes and reports 
due. 
Gasoline tax and reports due. 
Motor carriers’ gross receipts tax (quar- 
terly installment) due. 
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ILLINOIS 
Gross insurance premiums tax due. 
July 10—— 
Motor carriers’ mileage tax due. 





July 15— 
Last day to make alcoholic beverage re- 
ports. 
Public utility tax and reports due. 
Sales tax and reports due. 
Warehousemen’s alcoholic beverage reports 
due, 
July 20— 
Gasoline tax and reports due. 
July 30— 
Transporters’ gasoline tax reports due. 
July 31—— 
Last day to pay franchise tax. 


INDIANA 
July J 
Motor carriers’ registration fees due. 
Navigation company property tax and re- 
turns due. 
July 15— 
Bank and trust company intangibles tax 
reports due. 
Bank share tax reports due. 
Carriers’ gasoline tax reports due. 
Gross income tax and reports due. 
July 20— 
Bank and trust company intangibles tax 
due. 
Bank share tax due. 
Building and loan association intangibles 
tax and returns due. 
July 25— 
Gasoline tax and reports due. 
July 30— 
Last day to file corporation reports. 


IOWA 
July 1— 
Chain store license tax due. 
First day to file corporation reports. 
Motor carriers’ additional tax due. 
Stock transfer reports due. 
July 10—— 
Beer tax and 
permittees. 
Carriers’ gasoline tax reports due. 
Cigarette vendors’ reports due. 
July 20— 
Gasoline tax and reports due. 
Sales tax and reports due. 
Use tax and reports due. 


reports due from class A 


KANSAS 
July 10—— 
Malt beverage tax and reports due. 
July 15— 
Carriers’ gasoline tax reports due. 





Compensating tax and reports due. 


Motor carriers’ gross ton mileage tax and 


reports due. 
July 20— 
Sales tax and reports due. 
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July 25— 
Gasoline tax and reports due. 


KENTUCKY 
July 1— 
Fees for maintenance of public service 
commission due. 
July 1 —— 
Alcoholic beverage reports due. 
Amusement and entertainment tax and 
reports due. 
Refiners’ and 
ports due. 
July 15— 
Income tax (second installment) due. 
Motor vehicle fuel (other than gasoline) 
tax and reports due. 
Passenger carriers’ mileage tax due. 
Public utility gross receipts tax and re- 
ports due. 
July 20— 
Oil production tax and reports due. 
July 21—— 
Banks’ reports of deposits due. 
July 31 
Dealers’ and transporters’ gasoline tax and 
reports due. 


importers’ gasoline tax re 





LOUISIANA 
July 1— 
New Orleans property tax (installment) 
due. 


Severance tax on salt from brine due. 





Wholesalers’ tobacco reports due. 
July 10— 
Importers’ gasoline tax and reports due. 
Importers’ kerosene tax and reports due. 
Importers’ light wine and beer reports 
due. 
Importers’ lubricating oils reports due. 
July 15— 
Carriers’ gasoline reports due. 
Carriers’ kerosene reports due. 
Carriers’ light wine and beer reports due. 
Carriers’ lubricating oils reports due. 
Intoxicating liquor manufacturers’ and 
dealers’ reports due. 
Wholesalers’ tobacco reports due. 
July 1 
Dealers’ gasoline tax and reports due. 
Dealers’ kerosene tax and reports due. 
Fuel use tax and reports due. 
Light wine and beer manufacturers’ and 
dealers’ tax reports due. 
Lubricating oils tax due; dealers’ reports 
due. 
New Orleans sales and use tax and reports 
due. 
Petroleum solvents reports due. 
July 30— 
Gas-gathering tax and reports due. 
“Motor carriers’ gross receipts tax and re- 
ports due. 
Natural resources severance tax and re- 
ports due. 
Petroleum products tax and reports due. 
Public utility, pipe line and natural gas 
sales tax and reports due. 


MAINE 
July 1— 
Bank share tax due. 
Gasoline tax due. 
July 10—— 
Manufacturers’ and wholesalers’ malt bev- 
erage reports due. 
July 31—— 
Gasoline tax and reports due. 
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MARYLAND 
July 10—— 
Admissions tax due. 
July 15— 


Income tax (second installment) due. 





July 31—— 
Beer tax and reports due. 
Gasoline tax and reports due. 


MASSACHUSETTS 
July 1—— 
Last day to pay insurance company pre- 
miums tax. 
Property tax (first installment) due. 
July 10 
Alcoholic beverage taxes and reports due. 
July 15—— 
Cigarette distributors’ 
due. 
July 31 
Gasoline tax and reports due. 





taxes and reports 





MICHIGAN 

July 1—— 

First day to pay corporation privilege fees 

and make reports. 

Gas and oil severance tax and reports due. 
July 5—— 

Carriers’ gasoline tax reports due. 
July 15— 

Sales tax and reports due. 

Use tax and reports due. 
July 20— 

Distributors’ gasoline tax and reports due. 


MINNESOTA 

July 10— 

Brewers’, manufacturers’ and wholesalers’ 

alcoholic beverage reports due. 

July 15—— 

Interstate motor carriers’ mileage tax due. 
July 25— 

Gasoline tax due. 


MISSISSIPPI 
July 5— 
Factory reports due. 
July 10— 
Admissions tax and reports due. 
July 15— 
Franchise tax and reports due. 
Gasoline tax and reports due. 
Retailers’, wholesalers’ and distributors’ 
light wine and beer reports due. 
Sales tax and reports due. 
Timber severance tax and reports due. 





Tobacco manufacturers’, distributors and 
wholesalers’ reports due. 
Use tax and reports due. 
July 31—— 
Factories’ annual reports due. 
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MISSOURI 
Juiy 1— 
Statement of corporations due. 
July 5— 


Non-intoxicating beer reports due. 





July 15— 
Gasoline tax reports due. 
Retail sales tax and reports due. 
July 25— 
Gasoline tax due. 


MONTANA 
July 1— 
Moving picture theatre licenses issued and 
tax due. 
July 15— 
Brewers’ and liquor wholesalers’ tax and 
reports due. 


Electric company taxes and reports due. 
Gasoline tax and reports due. 
Motor carriers’ additional fees due. 
Motor carriers’ annual fees due. 

July 20— 

Crude petroleum producers’, dealers’, re- 
finers’ and transporters’ reports due. 
July 30 
Coal mine operators’ tax and reports due. 
Oil producers’ license tax and reports due. 
Telegraph and natural gas company taxes 

and reports due. 





NEBRASKA 
July 1—— 
Occupational tax and reports due from do- 
mestic and foreign corporations. 
July 15— 
Aleoholic beverage manufacturers’ and 
wholesale distributors’ reports due. 
Gasoline tax and reports due. 
Imitation butter tax and reports due. 


NEVADA 
July 1—— 

Corporation reports due. 

Petroleum products reports due. 

Semi-annual reports of net proceeds of 
mines due. 

July—First Monday—— 

Electric light, heat and power, gas, street 
railway, telegraph, telephone and water 
company taxes due. 

July—Ten Days after First Monday—— 
Toll roads’ and bridges’ quarterly tax and 
reports due. 
July 15— 
Carriers’ gasoline tax reports due. 
July—Second Monday 
Last day to make property tax returns. 
July 25—— 
Dealers’ gasoline tax and reports due. 








Fuel users’ tax and reports due. 
July 31—— 
Mines’ net proceeds reports due. 


STATE TAX CALENDAR 


NEW HAMPSHIRE 
July 1—— 
Gasoline tax due. 
Public utility reports due. 
July 10—— 

Manufacturers’, wholesalers’ and permit- 
tees alcoholic beverage reports due; per- 
mittees’ payments due. 

July 15— 
Gasoline tax reports due. 


NEW JERSEY 
July 10—— 

Excise tax and reports due from busses in 
interstate commerce. 

Gross receipts tax and reports due from 
busses and jitneys in municipalities. 

July 15— 

Alcoholic beverage reports and taxes due 
by manufacturers, distributors, trans- 
porters, warehousemen and importers. 

July 20— 

Alcoholic beverage retail consumption and 
distribution licensees’ reports and taxes 
due. 

July 30— 

Carriers’ gasoline tax reports due. 

July 31 

Distributors’ gasoline tax and reports due. 





NEW MEXICO 
July 15— 
Income tax due. 


Occupational gross income tax and reports 
due. 


Oil and gas conservation tax reports due. 
Severance tax and reports due. 

July 20——_ 
Motor carriers’ tax and reports due. 





July 25— 

Gasoline tax and reports due. 

Use or compensating tax and reports due. 
July 30— 


Oil and gas production tax net value re- 
ports due. 


NEW YORK 
July 1_— 
Last day to pay village property taxes 
(with certain exceptions). 
July 15— 
New York City occupancy tax and returns 
due. 
July 20—— 
Alcoholic beverage tax and reports due. 


New York City retail sales tax and re- 
turns due. 


New York City use tax and returns due. 
July 25— 
New York City conduit company tax and 
reports due. 
New York City public utility excise tax 
and returns due. 
July 31—— 
Gasoline tax and reports due. 


NORTH CAROLINA 
July 1— 
Installment-paper dealers’ tax and reports 
due. 
July 10— 
Alcoholic beverage tax and railroad re- 
ports due. 
Carriers’ gasoline tax reports due. 
duly 15—-— 
Sales tax and reports due. 
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Spirituous liquors and wine tax due. 

Use tax and returns due. 
July 20—— 

Distributors’ gasoline tax and reports due. 
July 30— 

Electric light, power, street railway, gas, 





water, sewerage and telephone company 
tax and reports due. 
July 31—— 
Franchise tax and reports due. 
Lightning rod dealers’ and manufacturers’ 
tax and reports due. 


NORTH DAKOTA 
July 1—— 
First day for filing domestic corporation 
reports and paying fees. 
Railroad and telephone property tax re- 
ports due. 
July 15— 
Alcoholic beverage transactions tax and 
reports due. 
Gasoline tax reports and payment due. 
Interstate motor carriers’ tax due. 
July 20— 
Sales tax and reports due. 
Use tax and reports due. 


OHIO 
July 10—— 

Admissions tax and reports due. 

Alcoholic beverage reports due from class 
A and B permittees. 

July 15— 

Franchise tax due. 

Cigarette use tax and reports due. 

Private motor carriers’ tax due. 

Public motor carriers’ tax due. 

Use tax and reports due. 

July 20—— 

Bank share taxes due. 

Dealers’ gasoline tax reports due. 

Domestic insurance company premiums tax 
due. 

Intercounty corporations’, intangibles deal- 
ers’, and public utility intangibles tax 
due. 

July 30— 

Carriers’ gasoline tax reports due. 
July 31—— 

Gasoline tax due. 

Sales tax and reports due. 


OKLAHOMA 
July 1—— 
First day for filing affidavit of capital 
stock of foreign corporations. 
Oil, gas and mineral gross production tax 
and reports due. 
July 5— 


Operators’ reports of mines other than coal 
due. 





July 10—— 
Airports’ 
due. 
Alcoholic beverage tax and reports due. 


gross receipts tax and reports 
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July 15— 
Gasoline tax and reports due. 
Sales tax and reports due. 

July 20—— 
Coal mine operator's reports due. 





Diesel fuel oil tax and reports due. 
Use tax reports and payment due. 
July 30— 
Cotton manufacturers’ tax and reports due. 
Information report on oil and natural gas 
due. 


OREGON 

July 1—— 

Corporation license tax reports due. 
July 10 

Oil production tax and reports due. 
July 15— 

First day to pay corporation license tax. 
July 20—— 

Alcoholic beverage tax and reports due. 

Gasoline tax and reports due. 

Motor carriers’ tax and reports due. 





PENNSYLVANIA 
July 1— 
Mercantile license tax due in Philadelphia. 
Property taxes delinquent (in cities not 
specifically mentioned in law). 
July 10—— 
Malt beverage tax reports due. 
Spirituous and vinous liquor 
reports due. 
July 15— 
Employers’ returns due on tax withheld at 
source under Philadelphia income tax. 
Manufacturers’ alcoholic beverage tax and 
reports due. 
July 31—— 
Gasoline tax and reports due. 
Philadelphia personal property tax due. 


importers’ 


RHODE ISLAND 
July 1— 
Corporate excess tax due. 
Franchise tax payable. 
July 10— 
Manufacturers’ alcoholic beverage reports 
due. 
July 15— 
Corporation excise tax delinquent. 
Franchise tax delinquent. 
Gasoline tax and reports due. 
Public utility tax delinquent. 


SOUTH CAROLINA 
July 1 
Motor carriers’ tax installment due. 
July 10— 
Admissions tax and reports due. 
Beer and wine wholesalers’ reports due. 
Last day to make power tax return and 
pay tax. 








July 15— 

Motor fuel tax and reports due. 
July 20— 

Gasoline tax and reports due. 


TAX ES—The Tax Magazine 


July 30— 


June, 194] 


VERMONT 


Semi-annual installment and report of in- July 10—— 


surance company premiums tax due. 


SOUTH DAKOTA 

July 1— 

Passenger motor carriers’ tax due. 
July 15— 

Alcoholic beverage sales reports due. 

zasoline tax reports due. 

Motor carriers’ tax due. 

Sales tax reports and payment due. 

Use fuel tax and reports due. 

Use tax and reports due. 





July 20 
Gasoline tax and reports due. 
July 30— 
Mineral products severance tax and re- 
ports due. 
TENNESSEE 
July 1—— 


Corporations’ annual reports and fees due. 
Cottonseed oil mill reports due. 
Excise (income) tax and returns due. 
Franchise tax and reports due. 
July 10—— 
Barrel beer tax due. 
Carriers’ gasoline tax reports due. 
Last day to make alcoholic beverage re- 
ports. 
July 20—— 
Distributors’ gasoline tax and reports due. 
July 31—— 
Last day to make insurance company pre- 
miums tax returns and pay first tax in- 
stallment. 





TEXAS 





July 1 
Commercial and collection agency tax and 
reports due. 
Ores, marble and cinnabar reports and 
taxes due. 
Public utility tax and reports due. 
Sulphur production tax and reports due. 
Textbook publishers’ tax and reports due. 
July 15— 
Oleomargarine dealers’ 
due. 
July 20— 
Gasoline tax and reports due. 
July 25— 
Admissions tax and reports due. 


tax and reports 


Carbon black production tax and reports 
due. 

Natural gas production tax and reports 
due. 


Oil production tax and reports due. 


Theatre prize and award tax and reports 


due. 
UTAH 
July 1— 
Gasoline distributors’ and retailers’ license 
fees due. 
Public utility fees due. 
July 10—— 


Carriers’ gasoline tax reports due. 
Liquor licensees’ reports due. 
July 15— 
Distributors’ and 
and reports due. 
Sales tax and returns due. 
Use tax and returns due. 
July 31 
Employers’ reports due. 


retailers’ 





July 1 


gasoline tax 


Alcoholic beverage tax and reports due. 
Property taxes payable in installments 
due. 





July 15— 


Electric light and power company tax and 
reports due. 

Second installment of corporation income 
tax due. 


July 31—— 


Gasoline tax and reports due. 


VIRGINIA 


July 10—— 


Beer dealers’, bottlers’ and manufacturers’ 
tax reports due. 


July 20—— 


Carriers’ gasoline tax reports due. 
Gasoline tax and reports due. 
Use fuel tax and reports due. 


WASHINGTON 





Corporation (domestic and foreign) license 
tax and reports due. 
July 10—— 
Malt products brewers’ 
ers’ tax reports due. 
July 15— 
Admissions tax and reports due. 
Auto transportation company tax and re- 
ports due 
Butter subsiitutes tax and reports due. 
Gasoline tax reports and payment due. 
Gross income tax and returns due. 
Public utility gross operating tax and re- 
ports due. 
Sales tax and reports due. 
Use tax and reports due. 


and manufactur- 


WEST VIRGINIA 
July 1—— 
Beer dealers’ annual license fees due. 
Domestic corporation license tax and re- 
ports due. 
Motor vehicle and carrier registration and 
fees due. 
Public utilities’ 
fees due. 
July 10— 
Alcoholic beverage tax and reports due. 
July 15— 
Sales tax and reports due. 
July 30—— 
Gasoline tax and reports due. 
Occupational gross income quarterly tax 
report and payment due. 


privilege tax additional 


WISCONSIN 
July 1— 
Beer tax reports due. 





Motor carriers’ flat tax due. 

July 10— 
Alcoholic beverage tax reports due. 
Oleomargarine tax and reports due. 
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July 1 








July 15— 


Motor truck registration and fees due. 
Tobacco products tax reports due. 


July 20— 


Gasoline and diesel fuel tax and reports 
due. 


WYOMING 





License (franchise) tax and reports due. 


July 10— 


Carriers’ gasoline tax reports due. 


July 15— 


Dealers’ gasoline tax reports due. 

Sales tax and reports due. 

Use fuel tax and reports due. 

Wholesalers’ gasoline tax and reports due. 


July 20— 


Motor carriers’ tax and reports due. 


FEDERAL TAX CALENDAR 


July 15— 


Corporation income tax and excess profits 
tax returns due for year ended April 30. 
Forms 1120 and 1121, 


Entire income-excess profits taxes or first 
quarterly installment due on returns for 
year ended April 30. Forms 1040, 1041, 
1120, 1121, 1120H, 1120L. 


Entire income tax or first and second quar- 
terly installments due under general ex- 
tension (citizens abroad, etc.) for fiscal 
year ended January 31, with interest at 
6% from April 15 on first installment. 
Form 1040 or 1120. 


Entire income tax or first quarterly in- 
stallment due on returns of nonresidents 
for fiscal year ended January 31. Forms 
1040B, 1040NB, 1040NB-a, 1120NB. 

Fiduciary income tax return due for fiscal 

year ended April 30. Form 1041. 





FEDERAL TAX CALENDAR 
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Foreign parnership return of income due 


by general extension for fiscal year end- 
ed January 31. Form 1065. 


Individual income tax returns due by gen- 


eral extension for fiscal year ended Jan- 





uary 31, in case of American citizens 
abroad. Form 1040. 

Individual income tax return due for fiscal 
year ended April 30. Form 1040. 


Partnership return of income due for fiscal 
year ended April 30. Form 1065. 


Resident foreign corporations and domes- 
tic corporations with business and books 
abroad or principal income from U. S. 
possessions—returns due for fiscal year 
ended January 31, by general extension. 
Form 1120. 


Second quarterly income-excess profits tax 
payment due for fiscal year ended Jan- 
uary 31. Forms 1040, 1041, 1120, 1120A. 
1120H, 1120L. 


Second quarterly income tax payment due 
on returns of nonresidents for fiscal year 
ended October 31. Forms 1040B, 1120NB. 


Stockbrokers’ monthly return of stamp 
account due for June. Form 838. 


Third quarterly income-excess profits tax 
payment due for fiscal year ended Oc- 
tober 31. Forms 1040, 1041, 1120, 1120H, 
1120L. 


Last quarterly income tax payment due on July 20—— 


returns of nonresidents for fiscal year 
ended April 30, 1940. Forms 1040B, 
1040NB, 1040NB-a, 1120NB. 


Life insurancé Company income tax returns 
due for fiscal year ended April 30. Form 
1120L. 


Monthly information return of stockhold- 
ers and directors of foreign personal 
holding companies due for June. Form 
957. 


Nonresident alien individual income tax 


return due for fiscal year ended January 
31. Form 1040B. 


Nonresident alien individual income tax 
return due (no U. S. business or office) 
for fiscal year ended January 31. Forms 
1040NB, 1040NB-a. 


Nonresident foreign corporation income 
tax return due for fiscal year ended Jan- 
uary 31. Form 1120NB. 


Monthly information return of ownership 
certificates and income tax to be paid at 
source on bonds due for June. Form 
1012. 


July 31—— 


Admissions, dues and safety deposit box 
rentals tax due for June. Form 729. 


Excise taxes on electrical energy, telegraph 
and telephone facilities and transporta- 
tion of oil by pipe line due for June. 
Form 726. 


Excise taxes on lubricating oils, fancy 
wooden matches, and gasoline due for 
June. Form 726. 


Excise taxes on sales due for June. Form 
728. 


Processing taxes on oils due for June. 
Form 932. 


Sugar (manufactured) tax due for June. 
Form 1 (Sugar). 
































































































































































































































Taxing the Railroads to Death 
[Concluded from page 336] 


to siphon billions out of the public’s pockets by means 
of these concealed forms of taxation. Further, the 
serious distortions of our economy, that result from 
corporate taxation, are not readily apparent even to 
the politicians. 

Nevertheless, it should be possible to mobilize public 
opinion to the point of recognizing that taxable capacity, 
to the extent that any taxable capacity can be said to 
reside in a corporation, is measured solely by the in- 
come remaining after operating expenses have been 
met, and that the amount of this income left after 
payment of taxes must be sufficient to induce invest- 
ment in an industry. This is not an impossible goal 
for tax education. Indeed, national legislation requir- 
ing taxation of railroads on this basis and setting the 
ultimate limits of such taxation might well be in order. 
It is true that national legislation limiting the states 
would have to hurdle some old court decisions; but 
these can be distinguished. 


Se 





Time is of essence. We are face to face with the 
prospect of a great post-war depression. It is neces- 
sary that we examine closely the tax structures that 
are sapping business initiative and vitality. The public 
should be made aware of the fact that our tax structure, 
by crippling business at a critical time, may indirectly 
bring us national socialism or communism. Unem- 
ployment and insecurity are forerunners of radicalism. 
Add to these, tax burdens so heavy that the private 
property stake of the middle classes is emasculated, 
and the stage will be set for social revolution. Sensible 
revision of the tax structure need mean no loss of 
revenue to the governments. We need only shift the 
taxes from the corporate conduits to the ultimate 
recipients of the incomes. Windfalls from stock ap- 
preciation can be reached by capital gains taxes. By 
all odds, the ends, a healthy and expanding business 
structure, are well worth the price of tax revision. It 
is to be hoped that a temporary war-born spurt in 
earnings will not postpone a long-needed correction of 
the railroad tax structure until a new crisis is upon the 
country. Present earnings are not representative of 
post-war prospects. 
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MULTIPLE DOMICILS AND MULTI- 
PLE INHERITANCE TAXES— 
A POSSIBLE SOLUTION 


D. J. Farage, Professor of Law, Dickinson 
School of Law 


9 George Washington Law Review, Febru- 
ary, 1941, p. 375-388 


Until recently the history of inheritance 
tax law has shown, in general, a rather con- 
sistent policy against multiple taxation of 
decedents’ estates. In theory, supposedly, 
state inheritance taxes are imposed for the 
privilege of, or as a condition to, the devolu- 
tion of property. In the case of “tangibles,” 
this rationalization easily satisfies those 
seeking for a “legal reason,” namely that the 
state within which land or chattels are situated 
has “power” (within constitutional limits) to 
withhold the property and prevent devolu- 
tion unless the taxes are paid. But since 
“intangibles” have no physical situs, it is 
impossible to view the privilege of devolu- 
tion as emanating from any particular state. 
Therefore, the power of any state to impose 
inheritance taxes as to “intangibles” cannot 
be explained as based on power to prevent 
devolution, unless by a priori reasoning. 
Since it is commonly conceded that “intan- 
gibles” should be taxable somewhere, it may, 
of course, be useful to ascribe a fictitious 
“situs” to “intangibles” and to treat them as 
located at a fixed point or points for the 
purpose of taxation. But the designation 
of any “situs,” while fictitious, should not 
be arbitrary. 

It is at this point that the concept of 
“domicil” suggests itself as a convenient de- 
scription of the taxing power to be desig- 
nated. The ultimate question is and should 
be not of “domicil” vel non, but one of fair- 
ness. Once it be decided that the extent of 
the decedent’s activities within and the bene- 
fits conferred by the would-be taxing state 
justify its attempt to tax, it may be proper 
and convenient to use the label “domicil,” 
but only to describe the legal conclusion. 

Once it is recognized that the ultimate 
question is whether it is fair for a particular 
state to tax, it becomes evident that in a 
particular case it may be fair for more than 
one state to tax, and the bugaboo of “single 
domicil” and of “single taxing power” is no 
longer an obstacle to clear thinking. 
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This discussion of the adequacy of the 
“single domicil” theory harks back to the 
debates before the American Law Institute 
when the Restatement of Conflict of Laws 
was being considered. At that time Profes- 
sor Cook’s suggestion that “domicil” for 
one purpose was rejected by the Institute. 
Had the debate been postponed a few years, 
Professor Cook might have been able to 
support the broader proposition that there 
may be more than one “domicil” even for 
the same purpose. 

While recognition of multiple taxing 
powers is desirable, the plight of estates 
which are subjected to multiple taxation 
evokes sympathy. The writer suggests 
that we distinguish between “multiple 
domicils” and multiple taxation, that we rec- 
ognize the fairness and desirability, on oc- 
casion, of multiple taxing powers, and that 
we attempt to devise a reasonable formula 
by which to determine the respective por- 
tions of the “intangibles” that each state 
may fairly hit. 

The proposal is that the due-process 
clause be invoked, not to proscribe “multiple 
domicils,” but to require each “domicil,” if 
there be more than one, to confine its tax to 
only a fair share of the intangibles.” In 
neither of the Dorrance cases, 309 Pa. 151, 
115 N. J. Eq. 268, nor in any of the later 
“multiple domicil” tax cases, has this pre- 
cise use of the due-process clause been 
asked. This door remains to be tried as a 
last resort before constitutional amendment. 

The writer has no illusions about the 
difficulties inherent in finding an exact or 
even reasonable formula for apportionment 
of a decedent’s “intangibles” among the 
“multiple domicils.” The present status of 
the law, however, which permits each of 
the “multiple domicils” to hit all of the 
“intangibles” must be conceded to be wholly 
arbitrary. Since we are dealing with law 
which in its present form is wholly arbi- 
trary and at least in a measure must be so, 
any proposal which is less arbitrary than 
the present law justifies consideration. The 
difficulties to be overcome in establishing a 
reasonable formula for prorating the “intangi- 
bles” are no greater than those met in devising 
reasonable “measures” for franchise and other 
corporate taxes. Such matters are never 
entirely free of arbitrary elements. With 
these preliminary observations, let us con- 
sider several possible formulae for prorating. 
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One possibility is to permit each “domicil” 
to tax a share of “intangibles” proportionate 
to the extent that the taxing state aided or 
permitted the accumulation of decedent's 
property. Another patent possibility is te 
let each of the “domicils,” if there be more 
than one, hit an equal share of the “intan- 
gibles.” A third possibility is to permit 
each of the “domicils” to tax “intangibles” 
in the same proportion that tangible prop- 
erty of the decedent has its situs within the 
states. This formula appears to have the 
advantage not only of being more reason- 
able than the existing law and fairly work- 
able, but, unlike the second suggested formula, 
it takes some account of equitable differ- 
ences in the extent of the benefits conferred 
by the taxing states. 


A fourth possibility is to prorate taxes on 
the basis of time spent by the decedent in 
each taxing state for a given period preced- 
ing death, say two or three years. This 
formula takes into account certain types of 
benefits conferred by the taxing power which 
the third formula does not, e. g. protection 
of the person, as distinguished from prop- 
erty, of decedent, use of the highways, ete. 
This basis of prorating, however, may be 
inadequate or unfair in cases where “dom 
cil” may be established notwithstanding a 
substantial continuous physical absence ol 
the deceased from the taxing state. 

Perhaps the best formula for prorating 
would be one that considers a number 0! 
elements, rather than only one. Under this 
view, the third and fourth formulae sug- 
gested above would be combined along with 
any other factors which might justify con- 
sideration. Each factor in “group” formula 
might be assigned a “constant” value as 1s 
done in the case of the Pennsylvania Cor- 
porate Stock Tax, or perhaps some degree 
of flexibility may be provided for in the 
formula so as to give each factor a fiuctuat- 
ing value dependent upon varying circum: 
stances presented by actual cases. 

None of these suggestions are offered as 
establishing a perfect or precise rule. All 
that has been sought to be demonstrated !s 
the possibility of devising some rule which, 
while recognizing multiple taxing powers, 
reasonably protects decedents’ estates irom 
total consumption. If this paper succeeds 
only in shifting primary attention fr m the 
attempt to proscribe “multiple domicils’ t 
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efforts for a reasonable prorating of “in- 
angibles” upon the assumption that it may 
be fair and proper to have more than one 
taxing power, the writer’s purpose will have 
succeeded. 


THE REVENUE ACT OF 1940 


Arthur H. Kent, Lecturer at Law, University 
of California 


29 California Law Review, January, 1941, 
p. 160-184 


Unlike the Second Act, the Act which is 
the subject of this article is strikingly sim- 
ple in its structure. It is nonetheless im- 
portant for its provisions increased the 
iederal tax burden by an estimated amount 
f approximately a billion dollars annually. 
The impact of the changes in various rates 
and in the personal income exemptions has 
already been felt and will be acutely mani- 
jest to taxpayers filing income and gift tax 
returns in March of 1941 and thereafter. 
The simplicity of the Act, in striking con- 
trast to the revenue acts which preceded it, 
particularly since the Revenue Act of 1934, 
and the Second Act which followed it, is 
principally attributable to the fact that the 
measure was framed and drafted in a very 
short time solely as a revenue-raising meas- 
ure. There is a complete absence of the 
more or less complicated provisions aimed 
at closing so-called loopholes for tax avoid- 
ance and the fundamental changes or re- 
iorms of the taxing structure, promoting 
social and economic policies of the adminis- 
tration, such as the controversial undistributed 
profits tax which characterized the Revenue 
Acts of 1934, 1935, 1936, and 1937. Equally 
absent are the ameliorative and relief pro- 
visions aimed at promoting business con- 
fidence and encouraging a freer flow of 
capital investment, such as the emasculation 
and final abandonment of the undistributed 
profits tax of 1936 and the sweeping revision 
of the treatment of capital gains and losses, 
which were the dominant features of the 
Revenue Acts of 1938 and 1939. 


The Act does not purport to be a taxing 
act which is complete in itself, but merely 
consists in a number of amendments to 
various sections of the Internal Revenue 
Code. It is made up of four titles. Title I 
contains permanent changes in the personal 
come surtax rate schedule, broadens the 
vase by reducing the personal exemptions, 
increases the rates on non-resident alien 
individuals and non-resident foreign corpo- 
rations, and increases the corporate income 
tax rates. Title II provides for so-called 
‘temporary defense taxes and a further ex- 
tension of the life of a group of excise taxes 
commonly known as “nuisance” taxes. Title 
III provides for the earmarking of the pro- 
ceeds of the defense taxes for retirement of 
any obligations issued under the authority of 
the Second Liberty Loan Act as amended, and 
turther amends the said Act by authorizing 
the issuance of not to exceed $4,000,000,000 in 
national defense obligations. Title IV amends 
the Public Salary Tax Act of 1939. 


_ The most important and significant changes 
in the federal revenue system made by title 
I of the Act are those which effectuate a 
marked broadening of the base of the per- 
sonal income tax and material stiffening of 
ie surtax rates on the so-called middle in- 
come brackets. This was accomplished by 
reducing the personal exemption in the case 
of single persons from $1,000 to $800, and 
‘he exemption of married persons living to- 

















































































DIGESTS OF ARTICLES ON TAXATION 


gether and heads of families from $2,500 to 
$2,000. Likewise, Title I of the Act mate- 
rially increases the surtax rates on the 
brackets between $6,000 and $100,000. 


Important changes were also made by 
the Act in the rates of tax applicable to 
income from United States sources of non- 
resident aliens not engaged in trade or busi- 
ness or not having an office or place of 
business in the United States. Further, Title 
I of the Act also amended relevant provi- 
sions of the Internal Revenue Code so as 
to increase somewhat the permanent rates 
of tax applicable to corporations and other 
taxpayers subject to corporation taxes. Also 
the amendments of the Second Act pre- 
scribe much heavier increases in rates. 

The estimated additional annual revenue 
yield to be derived from the permanent re- 
adjustments of rates on corporation incomes 
made by the Act was seventy billion dollars. 
The Report of the Senate Finance Commit- 
tee on the Second Act estimates a gross 
additional revenue for the calendar year 
1940, from the increase in the normal tax 
on corporate incomes, of 240 million dollars. 
It does not specifically appear to what ex- 
tent there is an overlap in these two esti- 
mates, but is seems probable there is such 
an overlap to the extent of at least fifty 
million dollars. 

The changes of a permanent character 
made by the Act account for less than one- 
third of the billion dollars or more of addi- 
tional revenue it is expected to bring into 
the Treasury’s coffers. The balance, includ- 
ing a minor fraction to be derived from a 
sharp reduction of the exemption from the 
excise tax on admissions, is expected to be 
raised by so-called “defense tax.” The de- 
fense tax is not a single tax. Strictly 
speaking, there are almost as many separate 
defense taxes as there are different taxes 
under the Internal Revenue Code. Each 
such tax was imposed by an amendment of 
the section imposing the tax which it sup- 
plements, except that the addition of a single 
new section numbered 15, was found ade- 
quate to apply the additional tax to all taxes 
upon incomes imposed under chapter 1 of 
the Internal Revenue Code. But all these 
additional taxes have certain basic features 
in common. 

The first common feature is that they are 
all temporary and by their terms their dura- 
tion is limited to five-year periods, though 
for obvious reasons their expiration dates 
are not all the same. The second is that 
the proceeds of all these defense taxes are 
required by the Act to be segregated by the 
Secretary of the Treasury into a special fund 
earmarked for retirement of obligations 
issued under the Second Liberty Loan Act, 
as amended, including four billion dollars 
of national defense obligations authorized 
by an amendment to that Act made by sec- 
tion 302 of the Revenue Act of 1940. 

Most important as revenue producers are 
the defense taxes added to the various taxes 
on personal and corporate incomes, the alco- 
holic beverage taxes, the manufacturers’ 
excise taxes, and, particularly, the tax on 
gasoline. 

The defense tax, imposed by section 15 
of the Code, added by section 201 of the 
Act, applies to taxable years beginning after 
December 31, 1939, and prior to January 1, 
1945. The additional tax is, in effect, ten 
per cent of the amount of the tax computed 
without regard to section 15 and before the 
application of the credit provided in section 
32 (taxes withheld at source). 
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The President’s recent annual message to 
the Congress has served to emphasize anew 
the terrific cost of the defense program, 
including new forms of aid to the democ- 
racies at war and has recognized that the 
situation obviously demands further heavy 
increases in taxes. It seems safe to assume 
that Congress will seek to raise a minimum 
of from one to one and one-half billion ad- 
ditional tax dollars at this session. Just 
how this will be done it is difficult to forsee 
in detail, but it seems reasonably certain 
that reliance will be placed upon increases 
in the so-called “ability to pay” taxes for a 
large part of the new revenue. This means 
further increases in personal income tax rates, 
including a heavy boost in the normal rate 
which for years has remained at four per 
cent, in the corporation income tax rates, 
and possibly the gift and estate tax rates, 
with possible downward revision of various 
exemptions, may be looked for. In any 
event, it has become crystal clear that the 
revenue acts of 1940 were but a prelude 
and that heavily increased tax burdens for 
all for many years to come are a certainty. 


THE BATTLE OF EXEMPTIONS 


Albert Coates, Professor of Law, University 
of North Carolina Law School 


19 North Carolina Law Review, February, 
1941, p. 154-201 


The problem of who and what to tax, or 
exempt from tax, so baldly stated in the 
1665 authorization to tax “all lands, except- 
ing the lands of us the Lords Propryators”, 
has continued throughout the two hundred 
and seventy-five years from that day to this. 
For the past few years the problem has been, 
and perhaps still is, acute with reference to 
“property belonging to the state or to muni- 
cipal corporations”; it is at fever heat today 
with reference to income producing prop- 
erty held by charitable organizations. 


The tax on personal property started with 
a tax on a few specifically enumerated items 
and has spread to a tax on intangibles also. 
Further, the volume and value of both tan- 
gibles and intangibles has steadily increased 
as new discoveries have brought new uses: 
as the telegraph, telephone, and radio, along 
with electric power and motor power and 
other sources of property flowing from in- 
ventive genius. There is evidence that land 
was sometimes classified in colonial days for 
the payment of quit rents to the King. A 
report in 1773 shows payments on one class 
of lands at the rate of twelve pence per 
hundred acres, another class at the rate of 
six pence, and another at the rate of four 
pence. In 1784 a legislative committee pro- 
posed that land be divided for taxation into 
three classes according to fertility but this 
proposal was defeated. Two years later a 
different form of classification was proposed 
and enacted: land east of the Blue Ridge 
Mountains was taxed at one rate; land be- 
tween the Blue Ridge an Cumberland Moun- 
tains at two-thirds of this rate; land lying 
beyond the Cumberland Mountains at one- 
third. The desire to attract and hold settlers 
beyond the mountains succeeded where the 
desire to equalize land taxes at home had 
failed. 

The legislative refusal during the next 
three quarters of a century to exercise its 
freedom to classify lands crystallized in the 
constitutional requirement of 1868 that all 
property be taxed by a uniform rule. This 
uniform rule prevented classification in theory 
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at least, for another three quarters of a cen- 
tury until the 1936 amendment to the North 
Carolina constitution restored the legislative 
power to classify lands for taxes so long as 
the taxes were uniform within each class. 


From the beginnings of law making in 
North Carolina the legislature exercised its 
freedom to classify personal property for 
tax purposes: by taxing some classes of 
personal property and not taxing others; by 
taxing different classes at different rates; by 
taxing different items at different rates; 
by classifying and re-classifying tangible 
and intangible personal property at will. In 
theory the legislature lost the power to clas- 
sify tangible and intangible personal prop- 
erty when the 1868 constitution prescribed 
that all property be taxed by a uniform rule. 
And, in practice, it adhered to uniformity 
except in the instance of certain forms of 
intangible property. The 1936 amendment 
to the constitution restored the legislative 
power to classify personal property for 
taxation. 


Throughout the Colonial days and, with 
a short intermission through the Revolution, 
up into the second decade of the nineteenth 
century, land was taxed by quantity and not 
by value. The owners of nature’s favored 
acres were North Carolina’s favored sons. 
As early as 1756 the town of Wilmington 
abandoned the quantity theory and levied a 
tax of two cents on the $100 value of every 
house in town. In 1778, under the stress and 
strain of war the general assembly in a 
memorable enactment levied its property 
taxes on specific items according to value. 
When the war was over this limited tax 
levied according to value was discarded for 
an acreage tax reminiscent of Colonial days. 
The ad valorem land tax did not return to 
stay until 1814. 

In 1854 the argument for a general prop- 
erty tax was advanced by Governor Reid on 
the theory that it would tend to equalize 
the tax burden between the various classes. 
This fight was apparently won when the 
constitution of 1868 required the taxation 
of all real and personal property, by a 
uniform rule and “according to its true value 
in money.” However, the uniform and ad 
valorem requirements for a general property 
tax, fought for from colonial days, put 
periodically into the statute law thereafter, 
and embodied in the constitution of 1868 
was in not until 1890 made to stick at least 
in theory with the decision of Redmond v. 
Commissioners of Tarboro, 106 N. C. 122. In 
taxing certain classes of intangibles, how- 
ever, the state did not go as far in practice 
as they went in theory. Also in taxing cor- 
porate stocks the general assembly’s prac- 
tice did not always square with constitutional 
theory. 

Whether classification as revived in the 
1936 amendment may be carried to the ex- 
emption point is as yet undecided by the 
court. The probabilities will be discussed 
in the following sections dealing with tax 
exemptions. 

From the foregoing discussions it is obvi- 
ous that for a great part of the period of 
1663 to 1868, and for many types of prop- 
erty, exemption was the rule and taxation 
the exception; it is equally obvious that 
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multiplying governmental units and expand- 
ing governmental services gradually extended 
the specifically enumerated items of prop- 
erty subject to taxation until they covered 
so nearly all the items that it was an easy 
transition from the exemption of all prop- 
erty unless specifically taxed to the taxing of 
all property unless specifically exempted— 
making taxation the rule and exemption the 
exception. 


The first specific exemption appeared in 
the Concessions of 1665 and covered the 
lands of “us the Lords Propryators”. Later, 
exemptions from all taxes for one year and 
then for ten years were offered to influence 
settlers to come here to live, and still later, 
in the interest of internal development, it 
became the fashion to exempt the property 
of certain internal improvement companies. 

The 1868 convention wrote into the consti- 
tution the provision that the general as- 
sembly must exempt (1) “property belonging 
to the state or to municipal corporations”, and 
the provision that it might exempt (2) “cem- 
eteries, and property held for educational, 
scientific, literary, charitable, or religious 
purposes; also (3) wearing apparel, arms 
for muster, household and kitchen furniture, 
the mechanical and agricultural implements 
of mechanics and farmers, libraries, and 
scientific instruments, to a value not exceed- 
ing three hundred dollars”. It was giving 
expression to a policy which had evolved 
out of experience reaching back to the be- 
ginning of the province of North Carolina. 


Revenue Acts had long exempted “all lands 
or other property belonging to this State”, 
or to “any county in this State”. The 1868 
constitution simply summed up this legisla- 
tive policy, broadened it, and converted it to a 
permissive mandatory exemption. For nearly 
twenty years thereafter the general assem- 
bly followed with almost literal exactness 
the wording of the constitution by exempt- 
ing property “belonging to . . . the State, 
or any county, or incorporated city or town”. 
In 1885 it limited the exemption to property 
“used for public purposes”. 


What is a public purpose? This problem 
is complicated by variation of statement by 
the court: it has limited the exemption to 
property held for “public use or purpose”, 
for a “governmental and public purpose,” 
and for a “governmental and necessary 
public purpose.” Certainly purposes which 
the court has held to constitute “necessary 
expenses” would come without question 
within the scope of public purpose. It is 
obvious, however, that “public purposes” 
for which public money may be spent cover 
a much larger ground than “necessary ex- 
penses” for which taxes may be levied and 
money borrowed without the direct approval 
of a majority of the qualified voters. It is 
less obvious but perhaps accurate to say that 
they include many, but not all, of those 
things which have been held to be non- 


necessary but not non-governmental pur- 
poses. 


The author summarizes that this analysis 
is intended to convey the impression: (1) 
that this conflict in the court cannot be 
resolved by efforts to discover the intention 
of the constitution makers in 1868. The evi- 


ee 
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dence is too conflicting. One side cay 
rightly point to dictum as evidence tha 
when the exemption provision was adopte; 
eight years before, the constitution maker 
intended to limit it to property held {o; 
public purposes and give point to the argy. 
ment with the fact that Justice Rodman why 
uttered the dictum was a member of the 
convention committee that drafted the pro. 
vision and therefore, knew what its makers 
intended. The other side can point to the 
fact that the general assembly put no such 
construction on the exemption provision 
for nearly twenty years after its embodi- 
ment in the constitution, as evidence that 
the constitution makers had no such intent 
especially since many members of the con. 
stitutional convention sat in the general as. 
sembly in those years and they, too, knew 
what its makers intended. 


(2) That it cannot be resolved by resort 
to the language of the exemption provision 
of the constitution and technical rules for 
the construction thereof on the one hand 
as against the spirit of the whole constitv- 
tion on the other, and (3) that the conflict 
is as fundamental as the clash of social 
forces over the mutual relations of indivi- 
dual initiative and governmental enterpris: 
in our governmental structure. 


Property which the general assembly may 
exempt falls into three classes: (1) “ceme- 
teries, and property held for educational, 
scientific, literary, charitable, or religious 
purposes”, which it may exempt to any 
amount; (2) “also, wearing apparel, arms 
for muster, household and kitchen furniture, 
the mechanical and agricultural implement: 
of mechanics and farmers, libraries and 
scientific instruments”, and, by constitutional 
amendments in 1876, “any other personal 
property”, which it may exempt “to a value 
not exceeding three hundred dollars”; (3) 
“property held and used as the place of resi- 
dence of the owner”, which it may exempt 
to a value not exceeding $1,000. The stat- 
utes also provide for other exemptions not 
specifically mentioned in the constitution. 

The 1936 constitutional amendment struck 
out the 1868 requirement in Article V, Sec- 
tion 3, providing: “Laws shall be passed 
taxing by a uniform rule, all moneys, credits, 
investments in bonds, stocks, joint stock 
companies, or otherwise; and also, all real 
and personal property, according to its true 
value in money”; it also struck out the 1868 
requirement in Article IX, Section 7, pro- 
viding: “All taxes levied by any county, 
city, town or township shall be uniform 
and ad valorem upon all property in the 
same, except as exempted by this Constitu- 
tion.” In their stead was put the following 
provision: “The power of taxation shall 
never be surrendered, suspended, or con- 
tracted away. Taxes on property shall be 
uniform as to each class of property taxed. 
Taxes on property shall be levied only for 
public purposes, and every act levying a tax 
shall state the object to which it is to be 
applied.” Does this amendment extend the 
power of exemption under the guise 0 
classification? This question has not been 
squarely presented to the court, but oppos- 
ing dicta foreshadow another clash. 
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Approvals 
Colorado 


% Corporations.—S. B. 604 provides 
that all delinquent taxes be paid in addi- 
tion to the $5 fee before a corporation 
deemed defunct may be reinstated. 

*Gift—S. B. 486 reduces the rate of 
interest on unpaid gift taxes from 10% 
to 6% and revises the law with respect 
to the enforcement of the lien for gift 
taxes and the property to which such 
lien attaches. 

% Inheritance.—H. B. 399 increases the 
inheritance tax rate on transfers to Class 
A beneficiaries by reducing the first two 
taxable brackets, and redefines “adopted 
child” as a beneficiary of Class A. It 
completely revises the estate tax law 
enacted to take advantage of the 80% 
credit allowed under the federal estate 
tax law and adds new provisions dealing 
with the reciprocal enforcement and col- 
lection of domiciliary death taxes upon 
estates of non-residents. 


Delaware 


*Explosives.—S. B. 10 regulates the 
manufacture, sale, distribution, use and 
possession of explosives. Annual license 
fees expiring May 31 of each year are 
as follows: manufacturer, $5; dealer, $2, 
and possessor, $1. Law is in force until 
May 15, 1943. 


Florida 


% Gasoline. —S. B. 7 extends the tem- 


porary additional one-cent tax until July 
1, 1943. 


Georgia 

* Property.—S. R. 19 proposes a con- 
Stitutional amendment, to be submitted 
to the voters at the next general election, 
which would exempt rural electric co- 


Operatives from all ad valorem taxes for 
a period of 20 years from January 1, 1942. 


Kansas 


_ & Business Licenses.—H. B. 218 de- 
hnes an “itinerant merchant” as a person 


NDER the above heading, report is 

made of the introduction and progress 
of state tax legislation of importance to 
business interests. The final report is 
that of enactment, when the bill is starred 
designating approval. This feature is made 
possible through the facilities of the 
Commerce Clearing House Legislative 
Reporting Department, which furnishes 
a twenty-four hour reporting service on 
all subjects for all states. A copy of the 
text of any bill reported may be obtained 
for a minimum service charge of one dollar. 


who does not have an established place 
of business within the State of Kansas 
and who buys or sells in Kansas, at 
wholesale or retail, any personal property, 
and transports the same upon the state 
highways in a motor vehicle. It requires 
that each itinerant merchant secure an 
annual license at a fee of $10 for the 
calendar year, or $5.50 if the license is 
secured after June 30 and demands that 
a bond in the sum of $500 be posted by 
each applicant for a license. 


Maine 


* Alcoholic Beverages.—Ch. 295, re- 
peals Ch. 245, Laws 1937, and enacts a 
new consumers’ tax on spirituous and 
vinous liquor sold by the state liquor 
stores which will produce a state liquor 
tax of not less than 61% based on the 
less than carload cost f. o. b., Augusta, 
Maine. 


%& Cigarettes—Ch. 298 (H. B. 1925) 
licenses dealers and distributors of ciga- 
rettes, with an annual fee of $1 and $25, 
respectively, and levies a tax of one mill 
on each cigarette. 


%Gasoline—Ch. 244 (H. B. 1479) 
imposes a 4 cent per gallon tax on the 
use of motor fuel not taxed under the 
gasoline tax act. Licenses are issued 
upon payment of a $1 fee and monthly 
reports are required. 
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%& Ch. 289 requires that reports and pay- 
ment of tax be made on the last day of 
each month covering the preceding 
calendar month instead of on the fifteenth 
of the month for reports and on the first 
of the month following the filing of re- 
ports for payment of the tax. 

%*Ch. 301 increases the gasoline tax 
from 4 cents per gallon to 4% cents per 
gallon. 


x Inheritance.—Ch. 304, with minor 
exceptions, doubles the inheritance tax 
rates, increasing the exemption, how- 
ever, in the case of children of deceased 
children. 


Maryland 
x Insurance.—Ch. 906 (H. B. 469) re- 


writes the tax provisions relating to in- 
surance companies. A tax of 1% is 
imposed on new and renewal gross direct 
premiums allocable to the state in the 
case of considerations for annuities and 
2% in the case of all other premiums. 
Domestic companies subject to tax are 
entitled to credit for annual franchise 
taxes paid and life insurance companies 
having home offices in the state are en- 
titled to credit (not over 15% of tax) 
for fees paid for valuing life insurance 
policies. Insurance companies as defined 
by Sec. 101 of the act are exempt from 
income taxes. The provisions for license 
fees imposed by Secs. 34 to 38, Art. 48A, 
Ann. Code, were repealed. 


Minnesota 


%& Cigarettes—Ch. 242 provides that 
the governing body of each village, bor- 
ough, and city of any class, may, after 
January 1, 1942, license and regulate the 
manufacture and sale at retail of ciga- 
rettes, cigarette paper or cigarette wrap- 
pers, and may fix the license fee at not 
to exceed $1200 per year. Railroads are 
to be licensed by the state at a fee of 
$25 per year. Prior licensing provisions 
are repealed. 


¥%& Income.—Ch. 335 provides that, after 
January 1, 1942, income taxes, when the 
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amount due is $30 or more, may be paid 
in four equal installments. 


New Hampshire 


% Insurance.—H. B. 14 licenses foreign 
insurance companies at the following 
rates: $150 annually on or before April 
1, plus $2 for each agent’s license. 


% Property.—H. B. 242 provides that 
any person going into any town in this 
state, and taking with him property upon 
which a tax has not been assessed and 
paid elsewhere for that year, and doing 
business therein with such property after 
April 1 and before December 31 of any 
year, shall be taxed on such property 
as a person who has escaped taxation. 


New Mexico 


% Amusements.—Ch. 167 (H. B. 77) 
provides for the following privilege taxes 
for all persons engaging in or conducting 
the business of itinerant amusement en- 
terprises in the state: (1) for every itin- 
erant amusement enterprise where the 
admission is less than 50 cents per person, 
$50 for the first day and $25 per day 
thereafter, (2) for amusement enterprises 
for which admission fees, including 
charges for reserved seats, are equal to 
50 cents per person, $100 for the first 
day and $50 per day thereafter, (3) if 
the charges for admission, including 
charges for reserved seats, exceed 50 
cents, a minimum charge of $100 for the 
first day and $50 per day for every day 
thereafter, and an additional charge of 
$50 per day for the first day and $25 
for each additional day for each 25 cents, 
or fraction thereof, in excess of 50 cents 
charged for admissions, and (4) addi- 
tional charges of $25 per day are made 
for each sideshow concession or enclo- 
sure for which separate admission is 
charged. The tax is administered by the 
Sureau of Revenue. 


* Utilities —Ch. 84 (H. B. 29) creates 
a Public Utilities Commission and pro- 


TAX ES—The Tax Magazine 


vides that each utility doing business in 
the state and subject to the control of 
the Commission respecting rates, etc., 
shall pay an annual tax of % of 1% 
of its gross receipts from business trans- 
acted in the state for the preceding cal- 
endar year, provided that utilities whose 
gross income for the period does not 
exceed $1200 shall pay only $25 and 
utilities whose gross income during the 
period exceeds $1200 but does not ex- 
ceed $2000 shall pay only $50. The tax 
is payable in equal quarterly installments 
on or before January 20, April 20, July 
20 and October 20 of each year. 


New York 


%Franchise.—Ch. 528 provides that 
corporations wholly engaged in holding 
title to bonds, notes or other obligations 
of the purchaser received upon the sale 
of any real estate or leasehold and se- 
cured thereby shall be subject to the 
franchise tax on real estate corporations. 
It provides that corporations shall be 
deemed to be wholly engaged in real 
estate activities if, during the preceding 
year, not more than 10% of their average 
gross assets consisted of stocks, bonds 
or other securities and excludes cash on 
hand and on deposit from gross assets 
in allocating dividends subject to addi- 
tional tax. 


Oklahoma 


% Franchise.—H. B. 116 changes and 
re-enacts the Oklahoma Corporation 
License Tax Law. The rate is increased 
from $1.00 to $1.25 per $1,000. The 
maximum tax is increased from $10,000 
to $15,000. The basis of the tax is 
changed from “value of the capital stock” 
to “capital” used, invested or employed 
in the state. “Capital” includes out- 
standing capital stock, surplus and un- 
divided profits plus the amount of bonds, 
notes, debentures or other evidences of 
indebtedness maturing more than 4 years 
after issuance. Returns and payments 
to Oklahoma Tax Commission are made 





Jurisdiction Convened Adjourned 
| Arizona ... Jan. 13 Mar. 17 
Arkansas . .- Fam, IG Mar. 13 
California ee Jan. 6 
Colorado .. > fam 7 Apr. 7 
Connecticut . jan. 8 
Delaware ....... Jan. 7 May 2 
Florida ......... Apr. 8 
Georgia (Ist Sp.). Jan. 13 Jan. 23 
Georgia .. Jan. 23. Mar. 22 
. HGANO.....0:.2.. Jam € Mar. 8 
| Bios .......... Jan. & 
| SWGIRe ...... Jan. 9 Mar. 10 
fe eee -. Jan. 13 Apr. 10 
mawees ..... ..+ Jan. 34 Apr. 9 
Maine Jan. 1 Apr. 26 





Calendar of 1941 Sessions of State Legislatures 


Jurisdiction Convened Adjourned 


Maryland Jan. 1 Mar. 31 
Massachusetts Jan. 1 

Michigan Jan. 1 
Minnesota . Jan. 7 Apr. 23 
Missouri ore. ae eee 
Montana .... Jan. 6 #£=Mar. 6 
Nebraska ....... Jan. 7 i fiae 
Nevada wes» Sat, 2O Mar. 20 
New Hampshire Jan. 1 

New Jersey ..... Jan. 14 

New Mexico Jan. 14 Apr. 13 
New York Jan. 8 Apr. 3 
North Carolina Jan. 8 #£=Mar. 15 
North Dakota Jan. 7 Mar. 7 
Ohio See =—s peer 
Oklahoma Jan. 7 


June, 1941 


during the period between July 1 and 
August 31. 


Texas 
% Omnibus Tax Bill—H. B. 8 makes 


substantial increases in many existing 
taxes and introduces several new reve- 
nue measures. The following important 
provisions are noted below. 

Oil, natural gas, sulphur and carbon 
black production taxes are increased. 
Gross receipts derived from services 
furnished in connection with cementing 
the casing seat of oil or gas wells, or 
surveying or testing sands or earth for- 
mations are subject to a 2.2% tax. 

Franchise taxes are now levied at the 
rate of 1% for each $1,000 of capital 
stock, etc., with a minimum tax of $20. 
The gross receipts taxes on telephone, 
gas, electric light and power and water 
companies are raised as is the premiums 
tax on insurance companies. 

The tax on distilled spirits is now lev- 
ied at the rate of $1.28 per gallon with 
the minimum tax per package increased 
to 8 cents. A new tax of 22 cents on 
each prescription for liquor filled by a 
pharmacist is levied. 

Common motor carriers operating un- 
der certificates of convenience and ne- 
cessity are taxed on their intangible assets. 
A tax of 2.2% of the gross receipts of 
carriers is levied. This tax does not ap- 
ply to carriers subject to a tax on their 
intangible assets or carriers transporting 
timber in its natural state. 

The motor fuel tax is rewritten in its 
entirety, liquid fuels such as diesel fuel, 
kerosene, distillate, condensate, and sim- 
ilar products being taxed at 8 cents per 
gallon, twice the tax on other motor fuels. 

A tax of 1% is levied on the retail 
sale of motor vehicles. A tax of 2% 
is levied on the retail sale of new radios 
and new cosmetics. Playing cards are 
taxed 5 cents per pack or deck. A new 
stock transfer tax of 3 cents on each 
$100 of face value or 3¢ on each no-par 
share is imposed. 


Jurisdiction Convened Adjourned 
Oregon ......... Jan. 13 Mar. 15 | 
Pennsylvania .... Jan. 7 ..... | 
Rhode Island.... Jan. 7 Apr. 30 | 
South Carolina... Jan. 14 
South Dakota.... Jan. 7 Mar. 7 
Tennessee ....... Jan. 6 Feb. 15 
{ee Jan. 14 

Uteh ........... Jam. 13 Mar. 13 
Utah (Ist Sp.)... Mar. 17 Mar. 29 
Utah (2d Sp.) May 19 

Vermont ... Jan. 8 Apr. 10 
Washington Jan. 13 Mar. 13 
West Virginia... Jan. 8 Mar. 8 
Wisconsin . 0 ee Pee 


Wyoming 


or Jan. 14 ~~ Feb. 22 
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United States Supreme Court 


Bituminous Coal Tax—Consumption by Producer.—The 
receivers of the Seaboard Air Line Railway Company acquired 
coal leases and employed independent contractors to mine for 
them coal covered by the leases, and the coal thus mined was 
used in the operation of the railroad. The court holds that 
the purpose of the Bituminous Coal Act is to provide for the 
fixing of maximum and minimum prices for the sale of coal, 
so that the instant situation is beyond the purview of the Act 
since the receivers paid the independent contractors for min- 
ing the coal and did not purchase the coal itself. Therefore, 
they were producers consuming their own production and are 
within the exemption of Sec. 4 (1) of the Act. 

\firming CCA-4, 40-2 ustc J 9785, 114 Fed. (2d) 752, which 
reversed an order of the Director of the Bituminous Coal 
Division of the Department of the Interior.—SC, in H. A. 
Gray, Director, Bituminous Coal Division, Department of the 
Interior, and Harold L. Ickes, Secretary of the Interior v. Legh 
R. Powell, Jr. and Henry W. Anderson, Receivers, Seaboard Air 
Line Railway Co. No. 603. October Term, 1940. 


Business Expenses—Estate Administration.—Administra- 
tion of an estate even though tremendous in size does not 
constitute the operation of a business and fees paid to an 
attorney for guidance in handling the estate’s affairs are not 
deductible as business expenses “And determination of what 
constitutes ‘carrying on business’ under the Revenue 
Act does not depend upon the size of the estate or the number 
of people whose services are required in order properly to 
conserve it.” 

Vacating Court of Claims decision, 40-2 ustc { 9701, 35 
Fed. Supp. 81.—SC, in United States v. Herbert Rivington 
Pyne, Grafton Howland Pyne, Mary Pyne Filly and Percy R. 
Pyne, Jr., Exrs., Estate of Percy R. Pyne. No. 683. October 
Term, 1940. 

Capital Gain v. Ordinary Gain—Involuntary Conversion of 
Property.—In 1935 the respondent received an amount from 
an insurance company as compensation for loss by fire of 
buildings, machinery and equipment. The buildings, etc., had 
been fully depreciated for income tax purposes prior to 1935. 
It is held that the insurance proceeds were ordinary income 
rather than capital gain from the sale or exchange of a capital 
asset. 

Reversing CCA-3, 40-2 ustc J 9664, 114 Fed. (2d) 783, which 
reversed Board of Tax Appeals memorandum opinion, CCH 
Dec. 10,975-B.—SC, in Guy T. Helvering, Commissioner of 
Internal Revenue v. William Flaccus Oak Leather Co. No. 627. 
October Term, 1940. 


Trustee’s Commissions—Deductibility—Trustee of two 
testamentary trusts, the corpus of which consisted mainly of 
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securities, was not engaged in trade or business, where its 
duties consisted of investing and reinvesting the corpus of 
the trusts, collecting the income, and applying a sufficient 
amount to the support and education of the beneficiary. There- 
fore, commissions paid by the trusts to the trustee for admin- 
istering the trusts are not deductible by the trusts as business 
expenses. 

Affirming CCA-2, 40-1 ustc J 9487, 112 Fed. (2d) 457, which 
affirmed 39 BTA 29, CCH Dec. 10,548.—SC, in City Bank 
Farmers’ Trust Co., Trustee, Last Wull and Testament of Angier 
B. Duke for Benefit of Anthony Newton Duke v. Guy T. Helver- 
ing, Commissioner of Internal Revenue. City Bank Farmers’ 
Trust Co., Trustee, etc., Angier B. Duke, Deceased, for Benefit 
of Angier B. Duke, Jr. v. Guy T. Helvering, Commissioner of 
Internal Revenue. Nos. 408, 409. October Term, 1940. 


Appellate and Lower Courts 


Action for Deficiency—Statute of Limitations.—In an action 
for deficiency tax assessed against the defendant, the answer 
pleads the separate defense of the statute of limitations but 
no facts, statute, evidence or cases being presented to the 
court by the defendant, the court, being unable to find any 
authority for the defense pleaded, finds for the plaintiff—DC, 
ED N. Y., in United States v. Rosalie J. Dill. 


AAA Taxes—Claim for Refund—Action—Substitution of 
Parties.—The plaintiff brought action against collectors of 
internal revenue for refund of taxes paid under the Agricul- 
tural Adjustment Act of 1933 and upon motion to dismiss on 
the ground that Sec. 910, 1936 Act, prohibits action against 
collectors, contended that this provision was made inapplicable 
to a suit to recover the floor tax by Sec. 911 of the 1936 Act 
and, further, requested that it be allowed to amend by sub- 
stituting the United States as party defendant. The court 
holds that Sec. 911 does not aid the plaintiff's cause and that 
since the power of the court to allow such a motion to amend 
is not sufficiently clear to warrant action on it without further 
hearing the plaintiff may file a motion to amend which will 
be set down for hearing at a later date—DC, D Mass., in 
Royal Worcester Corset Co. v. Thomas W. White, Individually 
and as Former Collector of Internal Revenue; Joseph W. Carney, 
Individually and as Former Collector of Internal Revenue ; 
Thomas B. Hassett, Individually and as Collector of Internal 
Revenue. No. 650. 


Bituminous Coal Act—Exemption.—In an action to re- 
view an order denying a petition for an order exempting the 
petitioner from the provisions of Secs. 4 and 4-A of the 
Bituminous Coal Act of 1937, by virtue of Sec. 4, II (1), of 
the Act, it appears that the petitioner, a corporation wholly 
owned by a railroad company, owns coal-mining properties 
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and produces coal at cost for use in the locomotives of the 
railroad company; that some of petitioner’s directors and 
officers are also officials of the railroad company; but that the 
operations of the petitioner are conducted by two officials 
not connected with the railroad company; that the petitioner 
has absolute ownership of the coal properties and equipment 
and retains title to the coal mined until it is loaded for ship- 
ment to the railroad company pursuant to orders placed by 
the company for coal; and that the petitioner keeps its own 
books, pays its own expenses and taxes, and is a member of 
the Coal Code. The court denies the exemption, holding that 
the agency rule, relied upon by the petitioner, is inapplicable 
and that the coal company, not the railroad company, is the 
producer of coal within the meaning of the Act—CCA-3, in 
Keystone Mining Co. v. H. A. Gray, Director, Bituminous Coal 
Division, Department of the Interior, Bituminous Coal Pro- 
ducers Board for Dist. No. 1, Intervenor. No. 7497. October 
Term, 1940. 

Capital Loss v. Ordinary Loss—Mortgage Foreclosure 
Bonds.—The loss sustained by the taxpayer upon mortgage 
foreclosure sale is subject to the limitations of Sec. 117 (a), 
1934 Act, and the fact that the taxpayer executed a quitclaim 
deed conveying his right of redemption to the property sub- 
sequent to the foreclosure sale, does not make the case of 
Helvering v. Hammel, 41-1 ustc J 9169, 61 S. Ct. 368, inap- 
plicable. 

Reversing and remanding Board of Tax Appeals decision, 
40 BTA 376, CCH Dec. 10,796, reported at 393 CCH § 7396.— 
CCA-6, in Commissioner of Internal Revenue v. Sherwin A. Hill, 


Special Admr., Estate of John R. McNaughton, Deceased. 
No. 8610. 


Worthless Stock—Judicial Decree of Insolvency.—In 1928 
and 1929, the taxpayer invested in the stock of a research 
development company, and was president and a director 
thereof until it was adjudged insolvent by an equity court in 
1936 at which time a receiver was appointed to wind up its 
affairs. The court holds that prior to 1936 no identifiable 
event occurred which established the worthlessness of the 
stock, so that the judicial finding of insolvency and the ap- 
pointment of the receiver established the worthlessness of 
the stock in the taxable year 1936—DC, ED Ark., Eastern 
Div., in J. A. Sherrill v. Homer M. Adkins. No. LR-295. 


Board of Tax Appeals 


Basis of Gain—Sale of Securities Acquired from Partner- 
ship.—The taxpayer in 1933 acquired certain securities from 
a partnership consisting of husband and wife in a transaction 
which was nontaxable under Sec. 112(b)(5), 1932 Act. In 
1936 the taxpayer sold the securities so acquired and in com- 
puting its taxable gain on the sale took as the cost basis the 
market value of the securities when acquired by the partner- 
ship. It is held that the proper basis for determining the gain 
on such sale is the cost of the securities to the individual 
partners who originally contributed them to the partnership, 
the Board referring to Sec. 113(a)(8) and (13) of the 1936 
Act. 

Sternhagen concurs, with written opinion to the effect that 
the taxpayer received the securities directly from an in- 
dividual husband and wife in exchange for all its shares and 
hence succeeded to their basis for determining gain. Mellott 
agrees with this opinion—The Sehtam Corp. (Now) Jaruth, 


Inc. v. Commissioner, Decision 11,786 [CCH]; Docket 101101. 
44 BTA —, No. 46. 


Capital v. Ordinary Loss—Foreclosure of Mortgage—Con- 
veyance to Prevent.—The loss incurred in 1934 from fore- 
closure proceedings upon a mortgage which the taxpayers 
gave as part of the purchase price of certain property was a 
capital loss, the foreclosure being a sale ar exchange. Like- 
wise, the loss incurred through the conveyance of real estate 
by taxpayers as mortgagors to the mortgagee to prevent 
foreclosure proceedings is held to be a capital loss, the Board 
assuming, in the absence of evidence, that the taxpayers, 
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through the transfer, relieved themselves entirely of any 
further liability —Frederick Fatzler, Jr. and Therese Fatzler vy, 
Commissioner. Frederick Fatzler, Jr. v. Commissioner, Decision 
11,768-B [CCH]; Dockets 98261, 98262. Memorandum opinion, 


Deduction—Business Expenses—Payment Made under Op- 
tional Purchase Contract—Royalties——Payments of specified 
amounts made as general consideration under a contract for 
the optional purchase and operation of mines, the payments 
having no relation to production, belonging at once to the 
vendor and being applied to the purchase price, are held not 
deductible under Sec. 23 (a), 1936 Act, since they were ex- 
pressly made as payments on account of the purchase price 
and not as annual rentals, royalties, or ordinary and neces- 
Sary expenses of carrying on a trade or business. Likewise, 
payments made as minimum royalties under the contract for 
the optional purchase and the operation of mines are not 
deductible where it appears that by the terms of the contract 
the payments were to be applied to the purchase price of the 
property and thus can not be said to be a current expense of 
the taxpayer’s business, for they remain part of the purchase 
price until the taxpayer decides not to exercise its option or 
terminates the contract.—Goldfields of America, Ltd. v. Com- 
missioner, Decision 11,772 [CCH]; Docket 101809. 44 BTA 
—, No. 35. 


Bureau of Internal Revenue 


Gas and Oil Wells—Charges to Capital and to Expense.— 
Where a contract is entered into between the owner of an oil 
lease or fee property and another for the assignment of an 
undivided interest in the lease or fee property in consideration 
of an agreement by the assignee to drill one or more wells on 
the land, drilling expenditures made by the assignee are not 
deductible as expenses but should be capitalized, regardless 
of whether the assignment was made prior to or after the 
drilling of the wells. 

GCM 10686 (C. B. XI-2, 257 (1932)) modified —GCM 
22224, 1940-34-10394 (p. 4). 

Gross Income—Insurance Company.—An insurance com- 
pany, other than life or mutual, is entitled in computing the 
“premium earned,” as used in section 246(b)5 of the Revenue 
Act of 1921, corresponding provisions of subsequent Revenue 
Acts, and the Internal Revenue Code, to exclude therefrom 
the net addition made during the taxable year to the addi- 
tional reserve for noncancelable health and accident policies 
required by state law. 


GCM 18975 (C. B. 1937-2, 355) revoked —GCM 10578, 1941-5- 
10578 (p. 4). 


Loss from Stock Sale—Deductibility—GCM 21503 (C. B. 
1939-2, 205), in which it was held that where a contract to 
sell stock on a stock exchange for less than the basis thereof 
was entered into on the last day of a taxable year and delivery 
of the stock was made in the regular way on January 2, of 
the following year, the loss on the transaction was incurred 
in the earlier year and constitutes a proper deduction for that 
year, is also applicable to stock exchange sales of bearer 
bonds on which interest is computed to date of delivery. — 
IT 3442, 1941-3-10565 (p. 3). 


Oil Wells—Charges to Capital and Expense.—Costs in- 
curred by a driller in drilling an oil well on the property of 
another for cash and an oil payment right or an undivided 
share in the operating rights should be allocated between the 
cash and such rights. That part of the costs allocable to the 
cash is deductible in the year incurred as a business expense. 
That part of the costs allocable to the oil payment right is 
returnable only by depletion allowances. That part of the 
costs allocated to the undivided share in the operating rights 
should further be allocated between depletable and depreciable 
expenditures, and is recoverable by depletion and depreciation 
allowances. The oil payment right and the undivided share 
in the operating rights so acquired are separate properties.— 


GCM 22332, 1941-5-10577 (p. 2). 








